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CAPITAL BUDGETING 


THURSDAY, MARCH 2, 1995 

House of Representatives, 

Subcommittee on Government Management, 
Information, and Technology, 
Committee on Government Inform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 2 p.m., in room 
2154, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representatives Horn, Flanagan, Davis, Bass, Clinger, 
Maloney, Mascara, and Wise. 

Staff present: J. Russell George, staff director; Mark Brasher and 
Anna D. Gowans Young, professional staff members; and Andrew 
G. Richardson, clerk. 

Mr. Horn. The Subcommittee on (Sovernment Management, In- 
formation, and Technology will convene. 

We have with us today the chairman of the full committee, Mr. 
Clinger of Pennsylvania, and I would like him to make the first 
opening statement. 

Mr. Clinger. Thank you very much, Mr. Chairman, and I very 
much appreciate you holding today’s hearing. I look forward to this 
hearing as a first in a series of discussions on an issue which I 
have long championed: the creation of a unified Federal capital op- 
erating budget. 

The concept of capital budgeting is very simple. It is nothing 
more than a planning device, relied upon by business leaders and 
many State and local officials, to help prioritize spending for the 
future. A properly implemented capital budget would enhance the 
usefulness of the budget as an overall reporting, control, account- 
ing, priority setting, and fiscal policy tool. It affirms what we all 
know, that capital is a vital but limited resource, and that capital 
budgeting promotes the development of long-term strategies to en- 
sure that future infrastructure needs will be met. 

In my view, the benefits of a capital budget include; first, its as- 
sistance in encouraging greater focus on our Nation’s deteriorating 
physical assets to permit more rational investment decisionmaking; 
second, the promotion of intergenerational equity by burdening fu- 
ture generations with debt solmy for assets that provide future tan- 
gible nenefits; and third, encourage the unbiased treatment of cap- 
ital activities by revising budget inequities which currently require 
front-end loading of capital costs. 

In addition, a unified capital budget can help us to better assess 
what we mean by a balanced budget and to determine whether cur- 
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rent Federal bookkeeping practices accurately reflect both short 
and long-term budget goals. 

I am always frustrated by the lack of information inherent in our 
current budget process. Cuts are displayed agency by agency, pro- 
CTam by program, or function by function. Yet there is generally no 
differentiation in the substance of the cuts. We fail to ^ow wheth- 
er cuts are one-time reductions in an agency’s operating expenses 
or whether they reflect significant reductions in investment spend- 
ing which must be recouped later to prevent unsustainable infra- 
structure loss. Similar information is lacking about our spending 
priorities. We fail to assess to what extent we are investing in as- 
sets, consumables, operating expenses, and human development 
programs. The current budget process makes no distinction and lit- 
tle sense. 

A unified capital budget would simply help us to better plan for 
the future. It is not a gimmick, and contrary to some assertions, 
it would not permit excess spending to be hidden from public view. 
It would simply identify and promote well-reasoned planning for 
two very fundamental and distinct economic activities; spending on 
assets and spending on operations. 

So as a strong advocate of responsible capii 
courage all our Members to listen carefully t 
and join me together with our colleague. Bob 
H.R. 767 to provide for a unified capital budget. 

I want to welcome our colleague, Mr. Mineta, who has long been 
interested in this and Mr. Thornton, who has also been a champion 
for this concept. It is one we all worked on both in this committee 
and the former Public Works Committee, now the Infrastructure 
and Transportation Committee. I think we all recognize it could 
really make a tremendous contribution to our ability to control our 
budget. 

I know that we have trouble convincing Directors of the awesome 
Office of Management and Budget to see the wisdom of this course, 
but I am hopeful that this time we will have better luck. 

Mr. Chairman, again, I thank you for holding these hearings. I 
think it is a start of what I hope will be a successful journey that 
has been underway now, at least in my regard, for 16 years. 

Mr. Horn. Thank you very much, Mr. Chairman. 

Now I would like to ask the ranking minority member, Rep- 
resentative Maloney, for an opening statement. 

Mrs. Maloney. Thank you. Chairman Horn. 

I want to thank Chairman Clinger for his leadership and hard 
work on this. Capital budgeting is an area that has a great deal 
of bipartisan support. In fact, my opening statement is very similar 
to his. So I am going to ask permission to have it submitted for the 
record, along with other Members, Chairwoman Collins and others 
that are members of this committee, part of the permanent record. 

And we have a distine^shed set of witnesses. I am looking for- 
ward to hearing what they have to say. I know what I am going 
to say, so I want to hear what they have to say. I might mention 
we have a witness from the city of New York which has used cap- 
ital budgeting very successfully in the strategic planning and in- 
vestment and infrastructure of the city. 

Thank you, Mr. Chairman. 


tal budgeting, I en- 
o todays testimony 
Wise, in supporting 
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[The prepared statements of Hon. Carolyn B. Maloney, Hon. Mi- 
chael P. Flanagan, Hon. Cardiss Collins, and Hon. Bud Shuster fol- 
low:] 

Prepared Statement of Hon. Carolyn B. Maloney, a Representative in 
Congress From the State of New York 

Mr. Chairman, thank vou for holding this hearing on capital budgeting. It is al- 
ways useful to examine the operation of the budget process and to loM for construc- 
tive improvements. I am especially pleased that we have several witnesses present 
from local government, including New York City, which have employed capital budg- 
eting. 

Local governments cannot print money and incur debt the same way the Federal 
government can and therefore operate under serious fiscal constraints. They have 
to rely increasingly on their own resources and less on help from the Federal gov- 
ernment. We can all learn from the tough choices that they have to make. 

I am open to the idea of establishing a more explicit capital budget at the Federal 
level, assuming we can properly define what constitutes capital expenditures. Cap- 
ital budgeting can work if it is structured to help congress and the President make 
choices which increase long-term national productivity and our stock of capital as- 
sets. It can help us set priorities and choose between competing capital assets chas- 
ing scarce funds. But it won’t work if it is treated as a ginuniw used to shelter too 
much of the budget from the hard fiscal choices we have to make. 

A capital budget can work as a long-range planning tool, and as a means to make 
difficult choices within the national budget. We have allowed our national infra- 
structure to decay, and we have not planned for future needs to the degree nec- 
essary. We have too often chosen the quick fix, in preference to some of the major 
decisions we should make about our highways, rail systems, bridges and aviation 
system. 

I want to commend Chairman Clinger, Congressman Wise and others for intro- 
ducing legislation which attempts to apply capital budgeting at the Federal level. 
I understand that we may deal with that legislation more speclTically at a future 
hearing, once members gain a better understanding of the concepts and the con- 
troversies involved. 

Based on what I have seen, I am not sure that I a^ree with all of the suggestions 
that have been made as to wbat might constitute capital expenditures. We can prob- 
ably agree that they include things like roads, bridges and mass transport. How- 
ever, 1 would be very skeptical about including items such as defense and weapons 
systems. A useful capital budget would enhance our ability to understand the budg- 
et and make hard choices. It is not one which includes most of the old budget under 
a new name. 

Thank you again Mr. Chairman. 


Prepared Statement of Hon. Michael P. Flanagan, a Representative in 
Congress From the State of Ilunois 

Thank you Chairman Horn. I am looking forward to working toward a better un- 
derstanding of how the capital budgeting process works in Fairfax County as well 
as New York City and how the federal government might benefit from a similar 
process. We all have a stake in public facilities that operate well and at the same 
time are cost effective to deliver. I understand the difficulty in combining these two 
qualities and congratulate Fairfax County and New York City on their success. 

I am particularly interested in how adopting a capital budgeting process helps 
balance a budget, be it a city budget, county budget or a federal budget and how 
effectively capital budgeting can be defined when applied to the federal government. 
My concerns regarding capital budgeting include placing constraints on debt levels 
of the federal government before we implement capital budgeting and what is the 
appropriate entity to decide on these constraints. 1 am also conscious of capital 
bud^ting being used as a tool to mask deficit numbers for political purposes. 

That said, 1 certainly agree with the notion of projecting cost in anticipation of 
bud^ting concerns and strongly believe in a balanced federal budget. Therefore, I 
am looking forward to learning more about the capital budgeting process and how 
it will work to make the federal government run more efficiently. 

I thank Chairman Horn for holding this hearing as well as the witnesses for tak- 
ing the time to better inform us on this complex issue. 
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Statement of Hon. Cardiss Collins, a Representative in Congress From the 

State of Illinois 

Mr. Chairman, I welcome this opportunity to discuss once again the issue of cap- 
ita] budgeting. Over the past decade, we have tried many approaches to our meth- 
ods of budgeting, but we have had limited success. 

For example, we have had Gramm-Rudman. We have had “pav as you go”. Just 
recently, the House passed a version of a line-item veto, which I oelieve raises seri- 
ous Constitutional problems. 

Most importantly, a few weeks ago, the House passed the most extreme proposal, 
the balanced budget amendment. 1, therefore, must wonder whether the issue of 
capital budgeting may be coming too late. 

During the consideration of that amendment. Congressman Wise offered a pro- 
posal to use capita] budgeting as the basis for a balanced budget. The proposal 
failed, and we may soon be locked into a constitutionally mandated balanced budget 
that faib to distinguish between investments in our future and payments for cur- 
rent operating costs. 

I cannot hmp but ask what the ultimate point of the subcommittee’s worii here 
today is expected to be. Unfortunately, decisions have already been made concerning 
the budget. We appear to be closing the bam door after the horses have left. 

Hearings on capital budgeting are exactly the sort of hearings that should have 
been held prior to the rushed consideration of the balanced budget amendment. Yet 
I am sure that the Judiciary Committee gave it little thou^t before it brought the 
balanced budget amendment to the Floor. 

Recently, the Human Resources and Intergovernmental Relations Subcommittee 
has been conducting hearings on restmcturing HUD and HHS. However, before 
they could draw any conclusions, the Appropriations Committee made massive cuts 
at these two agencies, foreclosing any thoughtful approach to downsizing activities. 

Similarly, it seems a bit unreal to be discussing capital budgeting, and its primary 
purpose of encouraging long term investment rather than operating costs, at the 
same time the Appropriations Committee is doing just the opposite. 

Let us think for a moment about some of these cuts: the Summer Youth Employ- 
ment and Training program, assistance to educationally disadvantaged children, 
and the Safe and Drug Free Schools Act. These are all important investment pro- 
grams. They are investments in our children, the human capital of this country. 

Similarly, there have been enormous cuts in our infrastructure, particularly at 
HUD, where its budget has been brutally slashed, and its ability to provide the min- 
imum necessities of housing for those in need has been made impossible. 

I commend Chairman Clinger in particular for his interest in the use of capital 
budgeting to direct our spending toward investment. I note that he was the only 
Republican to support the Wise substitute to the balanced budget amendment, to 
establish a separate capital budget. 

However, I cannot help but believe that these thoughtful approaches to budgeting 
are being rendered irrelevant by the mad 100 day dash to pass a balanced budget 
amendment, a line-item veto, and draconian appropriation rescissions to finance a 
capital gains tax cut. 

TTie new Republican agenda seems to based on a novel approach to legislation: 
Act first. Think later. 


Statement of Hon. Bud Shuster, a Representative in Congress From the 
State of Pennsylvania 

The current Federal budget process has failed this nation in its treatment of in- 
vestments. Specifically, the process does not recognize both the economic value of 
infrastructure investments and their unique funding mechanisms. 

In its failure to achieve a balanced budget, the Federal Government is often com- 
pared to a household, business, or state government, each of whom must balance 
a budget. A closer look at how households, businesses, or states balance their budg- 
ets, however, proves the absurdity of the current budget process. 

Households commonly take out large loans for a home mortgage or education 
loan — in other words, capital expenditures. A business must balance its books, but 
it also has the option of borrowing for assets that will provide a positive economic 
return over time. Similarly, while states must balance their budgets, some 37 states 
utilize a capital budget. 

I am not suggesting that a capital budget be used to justify deficit spending, but 
I do believe it is obvious that capital budgeting would be a highly useful tool to im- 
prove budgeting decisions. While I support efTorts to cut spending, the current proc- 



5 

ess makes no distinction between cuts in wasteful programs and investments in our 
economic future. 

Over the long run, a focus on reallocating spending toward infrastructure invest- 
ments will help lower the budget deficit. In terms of Federal spending programs, 
the government can best promote economic growth by making investments that im- 
prove the productivity of the private sector and create jobs. 

Numerous economic studies have documented the link between carefully targeted 
increases in infrastructure spending and increases in private sector productivity. 
For example, testimony before the Transportation ana Infrastructure Committee 
found that: if, since 1970, the U.S. had maintained the 1950s and 1960s share of 
GNP for core infrastructure (roads, bridges, airports, water and sewer systems, etc.), 
productivity growth would have been 50 percent hi^er. 

Trans^rtation and other infrastructure investments add value. Reduced travel 
time and improved safety benefit the entire economy since it allows every business 
and individual to operate more efficiently. This is the proper role of government — 
making infrastructure improvements that would not otherwise be made by the pri- 
vate sector but are critical to our economy. These investments that add long-term 
value should not be treated the same for budget purposes as operating expenditures. 

Congestion takes a terrible toll on the nation’s economy. In major urban areas it 
is estimated to cost $40 billion yearly. An efficient transportation system is central 
to lean production and just-in-time manufacturing. By 1995, more than half of the 
nation’s manufacturers will use just-in-time delivery. In a similar vein, businesses 
cannot grow and create jobs if there is an inadequate water and sewer infrastruc- 
ture to support expansion. 

With the globalization of the world’s economy, our economic prosperity will de- 
pend on our ability to expiort goods and services on a compietitive basis. 'To achieve 
export-based growth, adequate infrastructure must be in place. 

Our economic competitors recognize this fact, and are increasing their infrastruc- 
ture investments. In 1992, Japan’s investment in infrastructure as a^rcent of its 
GDP was roughly three times that of the United States. Of all the G-7 countries, 
the United States was last both in public infrastructure investment and productivity 
growth from 1978 to 1990. 

A review of actual Federal spending trends for infrastructure demonstrates the 
failure of the current process. Ihiblic mvestment in infrastructure fell from nearly 

2.0 percent of the GDP in 1959 to a little over one piercent today. As a share of the 
total federal budget, infrastructure investment dropped from 4.0 piercent in 1959 to 

2.1 percent today. 

While America spends nearly $1 trillion dollars annually on transportation and 
transportation services, representing 17 piercent of the gross domestic product, there 
are billions of dollars of unmet infrastructure needs. 

Nearly one-fourth of our highways are in pioor or mediocre condition, with another 
36 piercent rated only fidr. More than 70 piercent of peak -hour travel on urban inter- 
states occurs under congested or severely congested conditions, compared to 55 pier- 
cent in 1983. The cost to eliminate the existing backlog of highway deficiencies is 
approximately $212 biUion. 

One out of three bridges is rated structurally deficient or functionally obsolete and 
needs major improvements ranging from deck replacements to complete reconstruc- 
tion. The cost to eliminate all badclogged bridge deficiencies is approximately $78 
billion. 

For public transit, almost one-fourth of the Nation’s rail transit facilities are in 
poor condition, and one-fiflh of transit buses must be replaced as soon as piossible. 
Additional investment of as much as $11 billion every year is needed to improve 
the Nation’s transpxirtation systems so they can provide adequate service throu^- 
out urban, suburban, and rural areas. 

By the year 2003, at least 32 large UlS. airpmrts will suffer dela^ of more than 
20,000 hours a year, up from 23 currently delay-plagued airports, ^e delays that 
exist today throughout our aviation system cost our economy as much as $6 billion 
every year. It will cost $30 billion in capacity improvements to meet the projected 
demand. 

The Nation’s inland waterways contain a series of outdated and antiquated locks 
and dams that hinder the movement of coal, grain, and other bulk products. In 
1990, 10 locks on the inland waterway system averaged more than three hours of 
delays pier barge tow, while many other locks had lesser dela^. With the use of the 
inland waterway system expiected to increase each year, delays are likely to con- 
tinue to rise. 

Immediate construction needs for the inland waterway system could reach as 
much as $4.3 billion, but we are currently investing at a pace that will see us falling 
further behind these needs. Additional investment of hundreds of millions of dollars 
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will be needed each year for modernization and replacement of the Nation’s locks 
and dams to meet the demands of the inland waterway system. 

Our environmental infrastructure is also facing severe deterioration because of 
substantial underfunding. More than 20 years after the passage of the Federal 
Water Pollution Control Act of 1972, our wastewater treatment infrastructure re- 
mains inadequate to the task of cleaning up the Nation’s waters. 

The Nation’s total sewa^ treatment needs are estimated to be a minimum of 
$137 billion, and a shortfall of $62 billion in unmet needs is projected by the end 
of the decade. The needs are especially urgent for metropolitan areas trying to rem- 
edy the problem of combined sewer overflows and small communities lacking inde- 
pendent financing ability. 

To pay for certain infrastructure improvements, the Transportation and Infra- 
structure Committee, over time, has established a series of trust funds to collect 
user fees and then spend those funds on capital improvements. Specifically, the 
funds are the Highway Trust Fund, the Airport and Airways Trust Fund, the Inland 
Waterways Trust Fund, and the Harbor Maintenance Trust Fund. 

Each of these trust funds was established with a specific contract between the 
government and the user. 'This contract specified that certain user fees would be lev- 
ied on the users of hi^ways, airports, inland waterways, and ports. In return, the 
government pledged to use the receipts to build transportation infrastructure for the 
taxpayer’s use. 

Unfortunately, the Federal government has violated this contract with transpor- 
tation users. Each of the four trust funds carries a large cash balance. These bal- 
ances represent taxes paid by users that are being held by the Federal government 
to mask the true size of the deficit. 

For the Highway Trust Fund, the balance of unspent funds is nearly $20 billion. 
The Aviation Trust Fund cash balance is over $12 billion; the Inland Waterways 
balance is $220 million; and the Harbor Maintenance balance is $450 million. These 
surpluses show that the current budget process does not recognize the unique na- 
ture of these funds and the value of capital investments. 

Despite the fiduciary responsibility the Federal government has undertaken in es- 
tablishing these trust funds, large balances have built up because spending out of 
the funds is artificially held down to mask the size of the operating deficit. In effect, 
these deficit proof, pay-as-you-go programs are cut back to finance other programs, 
funded out of general revenues, that are the true cause of the deficit. 

To rectify this breach of promise with the American taxpayer, the leadership of 
the Transportation and Infrastructure Conunittee has introduced HJR. 842, the 
Truth in Budgeting Act. H.R. 842 would remove the four transportation trust funds 
from the unified budget and free up available balances to meet our infrastructure 
needs. 

In considering capital budget proposals, I urge this Conunittee to consider the 
unique nature of the transportation trust funds. While the focus of H.R. 842 is to 
take the trust funds ofT-budget, various capital budgeting proposals are compatible 
with the goal of H.R. 842 — which is to spend the earmarked taxes collected to pay 
for infrastructure improvements. 

As this Committee is well aware, last session of Congress the Transportation and 
Infrastructure Committee held two days of hearings on capital budgeting and re- 
ported a capital budget proposal, based on the bill introduced by Chairman Clinger, 
to the floor as part of H.R. 3400, the Penny-Kasich budget bill. The Committee’s 
provision was eventually stripped out of the omnibus bill in the Rules Committee. 

In conclusion, as I noted previously, the Transportation and Infrastructure Com- 
mittee currently has placed a priority on taking the transportation trust funds off- 
budget. The goals of this off-budget legislation are similar to those expressed by cap- 
ital budget proponents and I recommend that the Government Reform and Over- 
sight Committee look favorably upon H.R. 842. I support the concept of capital 
budgeting and I look forward to working with the Government Reform and Over- 
sight Committee to achieve a capital budget, without adversely affecting the deficit. 

Mr. Horn. Thank you very much. 

Over four-and-a-half decades ago in 1949, as most of us know, 
the first Hoover Commission on reorganizing the executive branch 
of the Federal Government recommended the adoption of capital 
budgeting. 

Applying the capital budgeting techniques widely practiced by 
State and local governments, universities, and the private sector 
would enable the Federal Government to better target its scarce 
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dollars allocated to infrastructure. Incorporating this planning in- 
formation in the annual budgeting process is essential. 

The President’s budget documents show capital investments as 
an afterthought for informational purposes in the appendix. We 
need to move the capital decision process into the beginning of the 

{ »rocess, into the planning stage. That is what every good effective 
ocal government, university, and private firm does to benefit its 
citizens and shareholders. So should the Federal Government. 

Capital bud|;ets can have their pitfalls. Some have attempted to 
widen the definition of capital to include a large number of social 
programs that are not always associated with a particular asset. 
Although it is worthy of consideration, this gimmickry sometimes 
has damaged the bond ratings of several large municipalities and 
discredited the notion of capital budgeting. However, incorporating 
capital budgeting into the planning process is crucial and we 
should avoid this type of abuse in doing so. 

I look forward to hearing the testimony of our witnesses. We are 
delighted to have two distinguished Members of Congress open this 
hearing this afternoon. First, I would like to ask Mr. Norman Mi- 
neta, the distinguished ranking member and former chairman of 
the Committee on Transportation and Infrastructure, former mayor 
of San Jose, CA, and a very distinguished public servant to begin 
the testimony. 

STATEMENT OF THE HON. NORMAN Y. MINETA, A REPRESENT- 
ATIVE IN CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Mineta. Thank you very much, Mr. Chairman. I really ap- 
preciate this opportunity to appear before you and the members of 
the subcommittee. 

At the outset, let me commend you, Mr. Chairman, for calling 
this hearing. Let me also commend you for your continued support 
as a fellow colleague on the Committee on Transportation and In- 
frastructure regarding the importance of physical investments to 
our Nation’s long-term economic vitality. 

I would also Tike to pay special recognition to the very distin- 
guished ranking Democratic member of the subcommittee, Mrs. 
Maloney of New York, who as a member of the New York City 
Council for 10 years has had good firsthand experience with capital 
budgeting at the local level. 

Last, I am pleased that we are joined by the two real leaders in 
the House on the issue of capital budg:eting. First, Chairman 
Clinger and our colleague Congressman Wise who presently is not 
here, but in any event, both of these Members have championed 
the cause of capital budgeting over a long period of time. They have 
introduced bills, they have held hearings, they have sponsored 
symposiums. They have lobbied the White House and done just 
about everything you can think of in promoting this issue. And so 
in my book, Mr. Chairman, they are to be commended for their 
leadership. 

Mr. Chairman, Federal programs come in many shapes and 
sizes. Dollars are spent for highways, Federal salaries, health bene- 
fits and foreign aid, just to name a few. These are different pro- 
grams, with different purposes, with different needs, and with dif- 
ferent impacts on the economy. 
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Yet under the Federal Grovemment’s unified budget, there is no 
distinction that is made between $1 spent for investing in our Na- 
tion’s physical infrastructure and $1 spent to cover day-to-day oper- 
ating expenses. That is, money spent for salaries, foreign aid, 
transfer payments. These are all accounted for in the same way as 
money spent on highways, transit, water treatment facilities, and 
other physical infrastructure. 

But indeed, they are not the same. As I said, they have very dif- 
ferent impacts on our economy. Capital investments enhance our 
productivity, efficiency, and standard of living. Consumption and 
operations meet day-to-day needs but leave no discernible long- 
term legacy. 

Many argue that our current method of accounting biases pend- 
ing decisions against physical infrastructure by requiring infra- 
structure to be paid for all at once rather than during its useful 
life. Thus, infrastructure investments are not judged on their long- 
term economic return but rather on a distorted view of their up 
front impact. 

Now, the concept of a Federal capital budget is not new. The 
Federal budget itself was expanded in the 1950’s to include infor- 
mation on investment spending. Reform in the 1980’s required 
even more investment information in the unified budget, as evi- 
denced by inclusion of special analysis D, at Chairman Clinger’s 
urging, as part of the Federal budget. And the most recent strong 
endorsement of capital budgeting came from Vice President Gore’s 
National Performance Review. Earlier, the National Council on 
Public Works Improvement also recommended capital budgeting, as 
did the Competitiveness Policy Council. 

Now, many other industrialized countries have gone further than 
we have in employing a capital budgeting system. Most of our mu- 
nicipalities and States, in fact, 49 according to the National Con- 
ference of State Legislatures, distinguish in some way between 
spending for capital investments and spending for operating ex- 
penses, either through a capital budget or investment account that 
charges depreciation to the operating budget or by issuing bonds 
and making payments on an annual basis. Such a system reflects 
the fact that while undifferentiated borrowing is harmful, borrow- 
ing for selected investments such as infrastructure that contribute 
to lon^-term economic growth can have economic justification. 

Businesses also know the difference between borrowing to 
consume and borrowing to invest. Borrowing is a smart move when 
the money is used to finance productive investments that help a 
business modernize its equipment, expand, or become more profit- 
able. But borrowing money to pay salaries or executive bonuses or 
to send employees to expensive conferences rather than to modern- 
ize would be foolish. 

And I believe it is time the Federal Government organize its 
budgetary affairs on the same sensible basis as State governments 
and private businesses. 

By borrowing for current expenses, the government is asking fu- 
ture generations of taxpayers to pay for the cost of running the 
government today. But borrowing to invest is different. If the gov- 
ernment passes part of the cost of building a road to future tax- 
payers, it also gives them something in return: a new highway that 
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will encourage economic development, facilitate commerce, and in- 
crease economic CTOwth for years to come. 

Remember, infrastructure is not just potholes; it is productivity. 
It is not just concrete; it is competitiveness. 

Instituting a capital budget would force policymakers to decide 
whether or not each investment is worth borrowing money to fi- 
nance. In addition, the public would benefit from knowing that the 
government’s current costs are being paid for and that any borrow- 
ing is for investments in the future rather than for paying for the 
present and saddling future generations with the bad debt. 

Everyone agrees that the United States must make investments 
that are critical to future economic growth. Rather than going from 
crisis to crisis, the Federal Government should have an institu- 
tionalized system of long-term investment planning. Adopting a 
Federal capital budget, Mr. Chairman, would provide such a mech- 
anism and this subcommittee indeed could help make it happen. 

Thank you very much. 

Mr. Horn. Thank you very much. Representative Mineta. Let me 
ask you, are you able to stay with us so we can have Mr. Thornton 
speak and then question both of you? Five minutes is essentially 
what it is going to be. 

I am delighted to introduce now Representative Ray Thornton of 
Arkansas, the only gentleman that has been president of both the 
University of Arkansas and Arkansas State University. That’s a 
distinction. It is difficult enough to head one institution but not two 
and we are delighted to welcome this very constructive Member 
here. 

STATEMENT OF THE HON. RAY THORNTON, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF ARKANSAS 

Mr. Thornton. Thank you very much, Mr. Chairman. 

I have shared with you that the reason I left the presidency of 
the university to return to Congress was because I got tired of all 
the politics. And I am sure that as President of Cal State, you 
know that there is a great deal of politics involved in academia. 

Mr. Horn. I have told that story about 100 times since Ray told 
me and I refuse to pay him royalties on it. It is the best line I 
know. 

Mr. Thornton. But we do have something in common at our uni- 
versities that needs to be reflected in this very important discus- 
sion and I want to commend you, Mr. Chairman, Mrs. Maloney, for 
your leadership in bringing this matter forward to hearing but es- 
pecially Chairman Clinger and Bob Wise for their leadership in the 
effort toward capital budgeting. 

The United States of America is possibly the only institution in 
the world that does not recognize the difference between an invest- 
ment for the future and current operating expenses. And this leads 
to a distortion and inability to make wise choices, because when 
you are weighing against each other a current operating expense 
against a huge expenditure for an interstate highway system or for 
an airport or for the education of a contingent of people like the 
GI bill, anything that a family would borrow money for, a family 
understands this. 



10 


And I want to commend my colleague, Mr. Mineta, for his splen- 
did presentation. He mentioned that all States — virtually all, 49. I 
don’t know about the other one. I know it is not Arkansas because 
we have a form of capital budgeting in Arkansas that allows us to 
borrow money for the construction of hospitals and for higher edu- 
cation and public schools and for highways and other improve- 
ments both in human and physical infrastructure, human and 
physical capital. And we distinguish between that and the operat- 
ing expenses of salaries. 

There is a difference, Mr. Chairman, between the money for a 
new engineering laboratory that cost several million dollars and 
the payment of salaries to staff to clean the laboratory. One is op- 
erations. The other is an investment. It would be terrible if you had 
to take out of this year’s operating funds your investment for tech- 
nology that would be useful for many years in the future. And this 
distortion has really wrecked havoc upon making wise choices as 
we go into the very difficult task of setting priorities for our Na- 
tion. 

May I ask that my formal remarks be made a part of the record? 

Mr. Horn. Absolutely. 

Mr. Thornton. I am just free wheeling here. 

Mr. Horn. I turned the light on when I noticed you were taking 
off there, Ray. We are delighted to put the full statement in, so go 
ahead. Don’t interrupt yourself. You are on a roll there. 

Mr. Thornton. Well, I think it is just critically important to rec- 
ognize that we are in a competitive world. That this country is not 
an island existing by itself, that we are in competition with 
formidle economic adversaries and we need to make wise choices 
to make sure that we maintain our strength for the future and in 
recent years our investments in future productivity have been de- 
clining as a share of our Nation’s budget. And that I think is lead- 
ing to difficulty in maintaining our capability to act competitively 
with other nations. 

The thing that we need to try to do is to understand clearly the 
choices we are making. My granddad told me the story that I have 
shared with my friend Bob Wise that a family that is head over 
heels in debt can’t borrow their way out of debt. But neither can 
they starve their way out of debt. His remark was you had to work 
your way out of debt. 

The way you work your way out of debt is by making wise 
choices: investing in plants if you were a corporation. If you are a 
family, you don’t borrow money for an ice cream cone or for grocer- 
ies or for day-to-day expenses, but you don’t hesitate to borrow 
money for a new home, to take a mortgage out on that home as 
long as you can pay the amortization of it. You don’t hesitate to 
borrow money to educate your children. 

The experience of this country following World War II was that 
for every $1 we spent on the GI bill, the United States of America 
realized in increased taxes on the income that those educated serv- 
icemen and women earned a return minimum of $7 per $1 in- 
vested. 

There are some figures that indicate it may have been as high 
as $12. The most conservative is $7 return for every $1 spent on 
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the human capital of a well-educated citizenry. And that is the se- 
cret to our competitiveness. 

The only additional thing that my bill H.R. 1109 brings to the 
table is the recognition that an investment in infrastructure should 
include an investment in human infrastructure as well. That 
makes some difficult allocations, but it is possible to measure what 
kind of return you get from an investment. 

And my addition to this discussion is that we should consider 
human capital as well as physical capital as we go into this. It may 
be that we need to have a commission outline the exact, precise dif- 
ferences because some people are very concerned about the dif- 
ficulty of measuring an investment in the human mind, but no 
matter how difficult it is, Mr. Chairman, I think it is an essential 
part of this debate. 

[The prepared statement of Mr. Thornton follows:] 

Prepared Statement of Hon. Ray Thornton, a Representative in Congress 
From the State of Arkansas 

As Congress begins to set budget priorities for the coming year and consider a 
variety of deficit reduction measures, we are faced with an increasingly urgent need 
for fiscal responsibility and restraint. Congress has taken steps toward dealing with 
spiraling deficits through spending caps, discretionary cuts, and tax increases, but 
cutting and taxing are not going to be enough. 

My grandfather used to say that if a family gets deeply into debt, they cannot 
borrow their way out of debt, nor can they starve their way out of debt; they must 
work their way out of debt — increase their productivity. On the national level, when 
unemployment is down and investment is up, the deficit situation improves. For too 
long, we have ignored investment in growth and productivity as a key component 
of deficit reduction. 

My home state of Arkansas has, for most of this century, managed on a balanced 
budget. Its Arkansas Revenue Stabilization Act, by statute, requires that operating 
expenses be reduced to equal the actual revenues available during any given year. 
For many years, I have urged that the federal government adopt our approach. 

Of course, Arkansas has recognized that investments in the future should not be 
confused with spending for current operations. Providing gasoline for a police cruis- 
er is a current operational expense, hut building a jail to restrain hardened crimi- 
nals is an investment that provides value for many years. My state does not prohibit 
borrowing money for construction of prisons or hi^ways or for building hospitals 
or public schools. Arkansas was one of the first states to invest in economic develop- 
ment and jobs by issuing bonds to build industrial facilities and provide equipment. 

It is time that we learn from the American people. They know the difference be- 
tween current expenditures and an investment in the future. Most families who pru- 
dently balance their budgets would not borrow money for muceries, telephone bills, 
entertainment, or other on-going, consumptive expenses, but they would certainly 
consider assuming a mortgage to buy a home or borrowing to buy a truck or to edu- 
cate their children. That reasonable standard is appropriate for our nation. Why 
should we run the country differently than we run our households and businesses? 

In my state, as in much of our region, surviving economically has meant having 
to work harder with fewer resources — a situation not unlike the fiscal climate Con- 
gress is facing today. In Arkansas, while balancing our operating budget each year, 
we do not hesitate to make investments in the factors that contribute to long-term 
economic growth — education and worker training, a sound infrastructure, and re- 
search and development capabilities that spawn commercial activity. 

The objective of enhancing long-term economic growth for our nation is not well- 
served by a budget process focused on short-term results. The existing presentation 
of the federal budget obscures the distinctions between current consumptive spend- 
ing and long-term capital investments or expenditures of a developmental character. 

^at is why I have introduced H.R. 1109, the Capital Budgeting Act, which ad- 
dresses the need for improved budgetary information to clarify our choices of ex- 
penditure. My colleague. Bob Wise from West Virginia has proposed a similar meas- 
ure. 

The Capital Budgeting Act would require that the budget submitted to Congress 
by the President be a unified budget comprising an operating budget and an invest- 
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ment budget for each of the three major components of the budget — general funds, 
trust funds, and enterprise funds. 

The investment budget set forth in my proposal would represent only the major 
activities and programs which support the acquisition, construction, and rehabilita- 
tion of investment assets and which support education and job training and invest- 
ments in research and development. All other activities, project, and programs 
would be presented in the operating budget. 

As Congress looks for ways to allocate federal funds more responsibly, a capital 
budget would ensure a continued focus on the government’s total financial oper- 
ations, while providing better and more relevant information upon which to base 
both overall fiscal policy as well as program priorities within the federal budget. 

H.R. 1109 
A BILL 

To improve budgetary information by requiring that the unified budget presented 
by the President contain information which facilitates consideration of choices be- 
tween spending which is consumption oriented, spending which is of a develop- 
ment character, and spending which is in the nature of a capital investment, and 
for other purposes. 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

SECTION 1. SHORT TITLE. 

This Act may be cited as the “Capital Budgeting Act of 1995”. 

SEC. 2. STATEMENT OF FINDINGS AND PURPOSE. 

(a) Statement of Finding.— The Congress finds that— 

(1) the objective of enhancing long-term economic growth is not well served 
by a budget process focused on short-term results, 

(2) long-term economic growth depends not only upon a stable social, political, 
and economic environment and a higher level of national savings, but also upon 
a sound public infrastructure, an educated citizenry and workforce, an invest- 
ment in research and the discovery of knowledge, and the harnessing of inven- 
tive genius into the workplace and market place, 

(3) the existing presentation of the Federal Budget obscures the distinctions 
between long-term capital investments, expenditures of a developmental char- 
acter, and current operational spending, and 

(4) the public interest will be served by a Federal Budget presentation which 
presents information showing long-term effects of expenditures. 

(b) Purpose. — It is the purpose of this Act to require that the unified budget 
present — 

(1) an operating budget, and 

(2) an investment budget divided into — 

(A) federally-owned capital, and 

(B) developmental investments, 

for each of the major components of the budget (general, trust, and enterprise 
funds) in order to ensure a continued focus on the Government’s total financial oper- 
ations, while providing better and more relevant information upon which to base 
both overall fiscal policy as well as program priorities within the Federal Budget. 
SEC. 3. CAPITAL AND OPERATING BUDGETS. 

(a) In General. — Title 31, United States Code, is amended by inserting after sec- 
tion 1105 the following new section: 

“SEC. 1105A. CAPITAL AND OPERATING BUDGETS. 

“(aXl) The budget of the United States submitted by the President under section 
1105 of this title ^all be a unified budget composed of — 

“(A) an operating budget, and 

“(B) an investment budget divided into federally-owned capital and devel- 
opmental investments. 

“(2) Operating and investment budgets shall be presented separately for unified 
funds, general funds, trust funds, and enterprise funds. 

“(b)(l) Actual, estimated, and proposed amounts shall be presented for unified 
funds, general funds, trust funds, and enterprise funds, and, at a minimum, shall 
contain: 

“(A) For the operating budget: 

“(i) Operating revenues. 

“(ii) Operating expenses. 
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“(iii) Operating surplus/dedcit before interfund transfers. 

“(iv) Interfuna transfers. 

“(v) Operating surplus/deficit. 

“(vi) Federal expenditures financing the operating expenses of State and 
local governments. 

“(B) For the investment budget: 

“(i) For federally-owned capital: the office buildings, equipment, and other 
assets that are owned by the Government for use in its operations together 
with a showing how such assets wiU improve the efficiency and effective- 
ness with which government agencies carry out their missions. 

“(ii) For developmental investments (including grants and loans to non- 
Federal entities for improving physical infrastructure, research and devel- 
opment, and investment in human capital through education and training): 
the amounts to be invested together with a projection of how such invest- 
ments will improve the prospects for higher rates of economic growth on the 
future. 

“(2) For both categories of investment budgets, the following information will be 
presented: 

“(A) Investment funds together with investment revenues. 

“(B) Financing requirements before interfund transfers. 

“(C) Interfund transfers. 

“(D) Projected effects upon econonoic growth. 

“(3) The investment budget shall represent only the major activities, projects, and 
programs which support the acquisition, construction, alteration, and rehabilitation 
of such investment assets and the major programs and activities which support non- 
military research and development, education, and job training. All other activities, 
projects, and programs shall be represented in the operating budget.”. 

(b) Clerical Amendment. — The table of sections tor chapter 11 of title 31, United 
States Code, is amended by inserting after the item relating to section 1105 the fol- 
lowing new item: 

“1105A. Capital and operating budgets." 

Mr. Horn. Thank vou very much, Representative Thornton. 

I would like to ask Chairman Clinger if he would like to begin 
the questioning. 

Mr. Clinger. Thank you very much, Mr. Chairman. 

I thank both of our witnesses for their very fine testimony and 
for their understanding of what we are trying to accomplish with 
this legislation. As I mentioned in my opening statement, we have 
always had difficulty convincing Directors of the Office of Manage- 
ment and Budget of the wisdom of this approach. I should point out 
at the outset we are not talking about a separate and distinct cap- 
ital budget, we are talking about a capital budget within the uni- 
fied budget so we are not losing what we see as a raid upon the 
unified budget concept. 

The thing I wonder if you could respond to is that the argument 
that is made, whether it is Mr. Schules or David Stockman or Dick 
Darman or Alice Rivlen, is that you are going to fence off a whole 
segment of spending here and you are going to build a constituency 
and it is just going to be a device to use to hype more increased 
spending on these sorts of things. You are going to insulate this 
whole thing and it is going to be very difficult to make the kind 
of cuts that are necessary. 

Do you think that is a valid criticism of the concept of capital 
budgeting? 

Mr. Mineta. Well, from my perspective, Mr. Chairman, it is not. 
Of course, I think part of it because I also bring a prejudiced view 
about it. When I think about a capital budget, I think of physical 
capital, fixed assets. 

Now, we on our committee deal with physical assets that are 
funded by trust funds, so how can it be any different than, let’s 
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say, trust funds that will be doing physical investment as compared 
to utilizing those trust funds as part of that capital budget? And 
I don’t see the distinction. If thev are willing to say, yes, there are 
user fees that go into a trust nind for the construction of these 
kinds of physiem assets, then it seems to me they ought to be able 
to recognize that that is in effect a form of capital budgeting. And 
it doesn’t take much more then to expend that in terms of what 
we ought to be including across the budget throughout the func- 
tions of the budget. We should be able to determine those things 
that ought to go into the capital budget. 

I think what happens is that people are afraid that there is some 
form of ownership there, but again these are funds that are distinc- 
tive because you try to make the distinction being the difference 
between operating money and something that gives you a long- 
term return. 

Mr. Clinger. I think any Director of the Office of Management 
and Budget is reluctant to see any ability to move money around. 
They don’t like to have any limitation on their ability to do that 
and I think that is why they view the capital budget as a threat 
to their flexibility. 

Mr. Thornton. Mr. Chairman, I think you also hit upon an im- 
portant point in this discussion when you pointed out that this is 
not an amendment to moving some funds out of the unified budget 
but rather obtaining additional information to make choices and 
calling for a presentation of what kind of income production, what 
kind of return you have upon investments, that it seems to me is 
to get the kind of information that decisionmakers then will use to 
make the decision; and I just don’t see any real good argument 
against gaining the additional information as to the return on cap- 
ital investments. 

Mr. Clinger. Ray, you obviously raised the critical issue in a de- 
bate about capital budgeting. How do you define what is capital? 
And obviously that is going to be a part of our discussion. 

Mr. Thornton. It will be very difficult. 

Mr. Clinger. I think the bill that I have introduced with Mr. 
Wise is at the moment veiy limited in that regard. I think we have 
felt that the opponents of the capital budget can come at you if 
they see you are going to try to expand the definition of capital and 
that has always been an argument against the capital budget in 
that everybody then will try and get in under the tent to be consid- 
ered part of capital. 

Mr. Thornton. Certainly, Mr. Clinger, I would support the ap- 
proach you outlined. I think that is far better than what we now 
have, but I think it is a mistake not to consider the importance of 
a new engineering laboratory funded by the National Science Foun- 
dation as an investment in the future which has a proven return. 
It is difficult to draw the line and that may be a political liability 
of the position that I have. 

Mr. Clinger. That has been the one concern I think that we felt 
we really had to be very precise in the definition because it made 
it too big a target for people if we didn’t have that. I want to thank 
both of you for your very helpful testimony and that will clearly be 
part of the debate how do we define it. 

Thank you. 
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Mr. Horn. Thank you, Mr. Chairman. 

Representative Maloney. 

Mrs. Maloney. Well, I would like to thank both of the distin- 
guished panelists for their testimony. 

In New York City, we had a very strong capital budget that was 
planning strategically for the future, what we were going to invest 
in, where we were going to grow as a city, but it was distinctly dif- 
ferent from human investment. That was our operating pro- 
grammatic budget and I wanted to ask you, Mr. Thornton, you 
would include investing in people as part of the capital budget, is 
that what you said? 

Mr. Thornton. No. My proposal is to address only two elements 
of human capital. And that is basically the information that allows 
a human being to be programmed into a higher level of perform- 
ance and competition and education in being able to do better than 
the uneducated people in other countries. I do not include expendi- 
tures for general support of human beings, of improvements in cul- 
ture or other activities. It strictly develops the idea that we ought 
to, as a Nation, consider as capital the same thing that a family 
does. A family will borrow money to send kids to college or to medi- 
cal school because they believe with some merit that a doctor upon 
graduation from medical school will have a very productive life and 
will contribute a great deal to society. 

Mrs. Maloney. I would like to ask Mr. Mineta if he agrees? 

Mr. Mineta. Mrs. Maloney, I take a more restricted view on this. 
And I think in terms of to try to get some kind of a start on this 
thing, I think we ought to try to keep this as restrictive as possible 
in terms of what is meant by capital investment. What Congress- 
man Thornton is talking about are really good issues. It may be 
that we ought to be doing that in the future in terms of that longer 
term investment, again, in education. But I think in terms of 
where we want to start in order to make our case, I think we 
should try to keep it relatively strict in interpretation. 

Now, your experience in New York City and the people who will 
testify after me are much more expert in this. But I can recall 
when I was m^or of San Jose, we heard about something called 
the Beam shuffle. And what happened was that Mayor Beam was 
using capital — in fact, it was bond money to not only build a struc- 
ture, but he was also paying the workmen, I mean, the engineers 
and everybody else. 

Well, you can’t do that in a capital budgeting situation because 
at the end of your 30-year bonds, you are still paying for the labor 
that you usea to design the building 30 years ago. To me, that 
woula be stretching it and I think that is the kind of thing that 

f ot New York City into a problem at that time. So I don’t want to — 
want to see this thing get off the ground. I want to see some suc- 
cessful efforts at it and I think at the beginning we ought to just 
be very strict as to what we mean by capital investment and I 
think that that is fixed assets and also one that has rather, you 
might say, tangible returns that you can measure in the lifetime 
let’s say of that investment. 

Mrs. Maloney. Well, you raised a very good point. 'That type of 
budgeting did lead to the fiscal crisis in the seventies and after- 
wards we created a very strict budgeting system that day-to-day 
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operations in human investments were separated completely and 
totally from the capital long range investment in the infrastructure 
of the city. I would like to ask, in Chairman Clinger’s bill, whether 
you agree with some of the areas that he mentions for capital. He 
has many things that are the same as New York City, roads, 
bridges, et cetera. But he also has space and communications facili- 
ties. Would you agree that that is capital. Chairman Mineta? 

Mr. Mineta. Well, again, I think there are productivity gains 
that you — that are measurable from those kinds of investments. 

Mrs. Maloney. Would you say yes to that? 

Mr. Mineta. Yes, I would. 

Mrs. Maloney. Mr. Thornton says yes. Defense facilities and 
major weapons? 

Mr. Mineta. Well, again — I don’t know about weapons. I am not 
sure that I would have, let’s say, an M-1 tank or a Bradley fighting 
vehicle in that sense. 

Mrs. Maloney. What about petroleum reserves and mineral 
stockpiles? Would that be an infrastructure capital budget item in 
your opinion? 

Mr. Mineta. I would think of that more as an asset rather 
than — I am not sure in what sense in terms of — in order to build 
a petroleum reserve and the money that goes into building that pe- 
troleum, should that be considered — I guess yes. I guess in that in- 
stance, I would say yes. 

Mr. Thornton. Yes. 

Mrs. Maloney. I think the biggest difficulty really is how you de- 
fine the capital budget and what is a fixed asset and both of you 
are such distinguished leaders in this body and have so much expe- 
rience, I would just like to ask if you would try to define it in writ- 
ing for us later for the record of what should be the capital budget. 
I am working off the chairman’s bill, if you agree with it or not, 
in the definitions of a condition budget and I yield back the balance 
of my time. 

Mr. Clinger. Would the gentlelady yield for one question, if I 
might? 

Mr. Horn. Certainly. 

Mr. Clinger. In the bill, we define capital assets meaning phys- 
ical assets and financial assets, but would not include consumable 
inyentories. In other words, that’s why we put in the strategic oil 
reserves, because that is a financial asset and within our definition 
of capital assets. 

I thank the gentlelady. 

Mr. Horn. Thank you very much, Mr. Chairman. Those were ex- 
cellent questions from Mrs. Maloney. 

Let me ask if Mr. Mascara has any questions? 

Mr. Mascara. More of a statement, Mr. Chairman. 

I am surprised as we are ready to enter the next century that 
the Federal Government does not use basic and fundamental ac- 
counting principles as it relates to this government. In fact, as a 
former county commissioner, I was one of the individuals who 
worked with the National Association of Counties in forming 
GASB. As an accountant, I worked with FASB, which is the Finan- 
cial Accounting Standards Board, and now we do have a Govern- 
ment Accounting Standards Board. I say they could give us direc- 
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tion if we want to get into the nitty-gritty of what is an asset, long- 
term fixed asset, and what you can convert in the accounting busi- 
ness, what you can convert an asset to cash within 90 days is con- 
sidered a short term asset. But I agree with both the gentlemen. 
We need to get on with the business of accounting for assets in this 

f ovemment, because I think if you were able to sit down — and I 
on’t know whether we can or not sit down and list every asset. 
I would say that a Na\^ vessel that cost $140 million is an asset. 
It has a life, a distinguishable life and we could amortize that and 
charge that off, depreciate it just as we do in the private sector and 
I want to commend the chairman and all of you. And Mr. Wise, be- 
cause we talked to Mr. Wise about the balanced budget amendment 
that I was supportive of and I think — you correct me if I am wrong, 
Mr. Wise — we talked about it, including capital assets as a part of 
what this government is worth. I think if you look at what we are 
worth, we are worth a lot more than we owe. If you are borrowing 
money in the private sector, they look at what you have and what 
your value is and what your net worth is; and this government is 
worth a lot of money that we don’t have that information on. 

Thank you, Mr. Chairman. 

Mr. Mineta. Mr. Mascara, I think you will find this Wise bill is 
a real Clinger. 

Mr. Wise. Mr. Chairman, it is also something you can toot your 
horn about. 

Mr. Horn. And there are no Thorntons in it either, I suppose. 
I now yield to the gentleman from West Virginia. Mr. Wise, a 
long time expert on capital budgets. 

Mr. Wise. Actually, I tell you when I realized I wasn’t as much 
as an expert as I thought was when I started to explain it to the 
new Member, Mr. Mascara, who immediately started asking me 
some probing questions and I realized I was dealing with a real ac- 
countant. 

Mr. Chairman, I would just ask unanimous consent to insert my 
statement into the record. 

Mr. Horn, Without objection. 

[The prepared statement of Hon. Robert E. Wise, Jr., follows;] 

Statement of Hon. Robekt E. Wise, Jr., a Representative in Congress From 
THE State of West Virginia 

Mr. Chairman, Members of the Committee, I would like to thank you for holding 
this hearing today. As you know, I have long been a supporter of capital budgeting. 
Earlier this Congress I sponsored an amendment to balance the federal budget 
using a capital budget and for several years Chairman Clinger and I have worked 
on legislation to establish a capital budget which highlights investment over con- 
sumption spending. 

As a veteran of six years of service on the House Budget Committee, I have come 
to believe that many of the budget problems facing this Congress, particularly the 
shill in recent years from public Investment toward consumption spending, have as 
much to do with the budget process as with decisions made — or not macfe — ^by the 
Congress. 

Perhaps the greatest, and to me the most mystifying, problem with the current 
system is the fact that the federal government’s unified Dudget makes no distinction 
between money spent on investments and money spent for consumption. Highways, 
federal salaries, health benefits and foreign aid, which are all examples of federal 
programs that are paid for through taxes and borrowing, are all accounted for in 
basically the same way. But all borrowing is not created equal. Borrowing for phys- 
ical infrastructure can be justified if it pays for itself in the long-run by increasing 
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the nation’s wealth and capacity for future economic expansion. Borrowing to meet 
the day-to-day expenses of government cannot. 

Both Chairman Clinger and I have introduced legislation that would divide the 
federal unified budget into an operating budget and a capital budget. Under our 
bills the operating budget would include all programs that meet the immediate obli- 
gations 01 running the government. The capital budget would include long-term, 
tangible investments in infrastructure. This legislation would direct the operating 
bud^t to be balanced but would allow the federal government to borrow money for 
certain investments in infrastructure that increase the national wealth and contrib- 
ute to economic growth. Money borrowed for those infrastructure investments would 
be paid back over the life of the road, bridge, sewer system or other infrastructure 
investment. 

The concept of a federal capital budget is not new. The budget was expanded in 
the 1950s to include information on investment spending. Reform in the 1980s re- 
quired even more investment information in the unified budget. Many other indus- 
trialized countries employ a capital budget, and businesses and most state and local 

^ governments have investment buckets that separate long-term capital investments 
rom year-to-year operating costs. Individuals and groups as diverse as former 0MB 
Director Richard Darman, the General Accounting Office and the Progressive Policy 
Institute have endorsed distinguishing between investment and consumption spend- 
ing in the budget. As a recent GAO report on the harmful effects of the deficit points 
out, “a new [budget] decision-making framework is needed, one in which the choice 
between consumption and investment spending is highlighted throughout the deci- 
sion process, rather than being displayed for information purposes after the fact.” 

Businesses know the difference between borrowing to consume and borrowing to 
invest. Borrowing is a smart move when the money is used to finance productive 
investments that help a business modernize its ecpipment, expand and become 
more profitable. But borrowing money to pay salaries or executive bonuses or to 
send employees to expensive conferences rather than to modernize would be foolish. 

I believe the federal government should make this same distinction in its budget. 
By borrowing for current expenses the government is asking future generations of 
taxpayers to pay for the cost of running the government today. But borrowing to 
invest is different. If the government passes part of the cost of building a road to 
future taxpayers, it also gives them something in return — a new highway that will 
encourage economic development, facilitate commerce and increase economic growth 
for years to come. 

Instituting a capital budget would force policy makers to decide whether or not 
each investment is worth borrowing money to finance. In addition, the public would 
benefit from knowing that the government’s current costs are being paid for and 
that any borrowing is for investments in the future rather than paying for the 
present and saddling future generations with bad debt. 

All of us agree that the U.S. must make investments that are critical to future 
economic growth but that the budget deficit must also be reduced. Rather than 
going from crisis to crisis, the federal government should have an institutionalized 
system of long-term investment planning. Adopting a federal capital budget would 
provide such a mechanism. 

Mr. Chairman, Members of the Committee, this is a time of fundamental change 
in the way government serves the pMple. In order to be more resmnsive to tax- 
payers’ needs and more responsible with taxpayers’ money, I believe the federal gov- 
ernment should reform its budgeting to distinguish between consumption and in- 
vestment. Adopting a capital budget would bemn to effect this critical change and 
I hope you will seriously examine and ultimately endorse this important budget re- 
form. 

Mr. Wise. To say to you and to Chairman Clinger who has heard 
me say many times before what my real dream was that 1 day 
there will be a march on the Capitol by people waving placards 
saying “Cap Budgeting Now.” We are almost there, Mr. Chairman, 
because Mr. Mineta can testify today as he did today in another 
committee there is another hearing on in which four private sector 
witnesses testified about the need for capital budgeting for the 
General Services Administration. So that movement is building and 
in fact I jokingly suggested, but maybe not so, that we ought to in- 
corporate their remarks into this hearing, as well. 

I do think we have a serious chance this time to move capital 
budgeting and I just want to thank you and the gentlewoman from 
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New York, Mrs. Maloney, for making this hearing possible and cer- 
tainly Chairman Clinger and Mr. Mineta who has been a tireless 
advocate of it and Mr. Thornton. 

Let me just say Ray that my hope would be in discussion — as you 
know, we have discussed whether it is limited to physical capital. 
I tend to agree with Mr. Mineta we want to get it instituted, but 
that we ought to at the same time be able to set up a commission 
or something that is evaluating what other types of capital which 
you can legitimately show have a long-term life. 

Mr. Thornton. Could I respond by saying that would be a splen- 
did approach? I think people are concerned about human capital. 
And I think that some objective study needs to be made in order 
to lend credibility to the fact that certain investments are to be 
treated as capital investments. A commission would be a splendid 
idea. 

Mr. Wise. Thank you. Thank you, Mr. Chairman. 

Mr. Horn. Good suggestion. I now yield 5 minutes to the gen- 
tleman from Virginia, Mr. Davis. 

Mr. Davis. Thank you. I won’t take it all. I want to thank you 
both for testifying, and I think I agree with just about everything 
everybody said up here. 

I would like to go back to the human capital issue, make a com- 
ment, and then get a reaction because you know as you read the 
futurists, if you read people like that, they are talking about we 
really are going to a technology, knowledge-oriented society where 
machinery and equipment probably mean less right now than 
human capital, but where you can take a bridge and you can sell 
that bridge, the government could as an asset, you can’t really do 
the same with humans. That is hard to get your arms around it 
at this point. 

Mr. Thornton. That is certainly a very correct, indeed a wise ob- 
servation. And no reference to my 

Mr. Wise. Actually, if I might say, Mr. Chairman, please feel 
free, refer to the Wise bill all you want. 

Mr. Thornton. But the effort to quantify is critical to an accu- 
rate categorization of human capital and there are some measures 
that can ne made and you are absolutely right that as we move 
into future years, the investments that we make in human capital 
may be more determinative of our economic competitiveness than 
what we do in roads and bridges. 

Mr. Davis. Right. I thank you for your contribution. 

I ^eld back. 

M^r. Horn. Thank you. Representative Maloney, do you have 
more questions you would like to ask? 

Mrs. Maloney. We are grappling with this terrible deficit right 
now, all of us. The way New York City worked is we could borrow 
on our capital budget only for roads and bridges and investment in 
infrastructure. We couldn’t borrow on human investment or day-to- 
day operations. 

How would this affect the Federal Government, this particular 
bill, where we are borrowing in all types of directions? The purpose 
of the capital budget was uie flexibility to borrow on our invest- 
ment in the future, but apparently in the Federal Government, you 
can borrow all you want. I guess I am asking Chairman Clinger 
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this, how would it affect our current — would this mean that you 
couldn’t borrow on human or day-to-day operations, but you would 
be able to borrow on day-to-day 

Mr. Clinger. It wouldn’t limit you. I think what has been said 
here is that right now we have no idea how much we are borrowing 
for day-to-day operations and how much we are borrowing for in- 
frastructure because it is all mixed into one bag. What this would 
do at least, would differentiate between the two so you have more 
control. 

Mrs. Maloney. More control for planning. 

Mr. Clinger. Because it is a unified budget, there would not be 
the limitations such as you had in the city of New York. 

Mrs. Maloney. Thank you. 

Mr. Horn. Chairman Clinger, do you have any further questions. 

Mr. Clinger. I do not. I would like to thank the panel. 

Mr. Horn. Are there any questions from any Members who re- 
main? 

If not, we thank you both. You both have given excellent testi- 
mony and we appreciate your enthusiasm for this device that has 
been hidden for 16 years and hidden since 1949, so thank you for 
helping us. 

Mr. Mineta. We thank you for your leadership. 

Mr. Thornton. Thank you for your leadership. 

Mr. Horn. The next panel would please come in order. Panel 
two; Katherine Hanley, William Leidinger, and Thomas McMahon. 
We will introduce you more appropriately as I get to each one of 
you. 

If you would remain standing, we have a habit here and practice 
that all witnesses but Members of Congress take the oath as to 
their testimony. If you would raise your right hand. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that all the witnesses did affirm 
it. You may be seated and we will now start. 

Mr. Davis. Mr. Chairman, if I could introduce the first couple of 
panelists. I am just very, very pleased to have two people I think 
really are worthy of national recognition. They happen to be from 
Fairfax County. 

First of all, the new chairman of our board of supervisors, who 
we can conCTatulate on winning the election to that position, that 
is Fairfax County, a county of 900,000 people, the largest in Vir- 
ginia, Katherine Hanley. Mrs. Hanley was a member of the county 
school board prior and for 8 years was a member of the county 
board before her election to cnairman in a special election and I 
consider her to be one of the experts on budgeting and capital 
budgeting in particular. And William Leidinger, our county execu- 
tive, our chief administrative officer, who has guided this county, 
Fairfeix County, over the last 2y2 years, was prior to that a city 
manager in Richmond, VA, and a member of the city council in 
Richmond before coming to Fairfax. 

And I think between all of them, Fairfax was voted the best fi- 
nancially managed county in the United States by City and State 
Magazine last year. It has a triple A bond rating and I just am 
very proud to welcome you before this committee and hear your 
testimony today. 
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Thank you. 

Mrs. Maloney. I am honored to be able to introduce someone 
from the great city of New York, Tom McMahon, who is director 
of city council finance. He has had a long, distin^ished career and 
held many titles. I don’t know all those titles, but believe me, he 
is important. And has brought a heavy, stem hand to the financial 
runnings of the city of New York and has helped it become a more 
effective body serving the people. 

Thank you for coming, Tom. It is good to see you again. 

Mr. Horn. Thank you very much. We will begin with Ms. Han- 
ley, the chairwoman of the Fairfax County Board of Supervisors. 
Ms. Hanley. 

STATEMENTS OF KATHERINE K. HANLEY, CHAIRWOMAN, FAIR- 
FAX COUNTY, VA, BOARD OF SUPERVISORS; WILLIAM J. 

LEIDINGER, COUNTY EXECUTIVE, FAIRFAX COUNTY; AND 

THOMAS L. McMAHON, DIRECTOR, FINANCE DIVISION, NEW 

YORK CITY COUNCIL 

Ms. Hanley. Mr. Horn, Mrs. Maloney. Thank you, Mr. Chairman 
and members of the subcommittee. As Representative Davis has 
said, I am Kate Hanley, chairman of the Fairfax County Board of 
Supervisors. And I am pleased to be here today representing my 
fellow board members and the residents of Fairfax County. I very 
much appreciate the opportunity to share with you our capital 
budgeting program and its relationship to Fairfax County’s fiscal 
planning process. 

I believe our capital budgeting process works well and provides 
an effective approach to planning for and financing public facilities 
and improvements. As you have heard Representative Davis say, 
with me today is William J. Leidinger, county executive, and also 
our assistant director of the Office of Management and Budget, 
Susan Data, and Mr. Leidinger will present the county’s details. 

Mr. Leidinger. Thank you, Mr. Chairman. 

Mrs. Maloney and Mr. Davis, other members of the subcommit- 
tee, let me begin by putting the county’s budget in perspective, par- 
ticularly the part of the budget targeted for capital projects. In the 
current fiscal year, our budget totals $3 billion. Of this amount, ap- 
proximately $572 million or about 19 percent is associated with 
capital projects. 

In Fairfax County, financing for capital projects comes from a va- 
riety of sources, including transfers from the general fund, cash 
pay down if you would, general obligation bond proceeds from debt 
we incur. Federal grant hinds. State grant funds, and other sources 
such as sewer and solid waste fees and developer contributions. 

The county’s total paydown or pay-as-you-go financing program 
in the current year is about $30 million. In addition, general obli- 
gation bond proceeds are used to finance $348 million in capital 
costs in the current year. We currently have $624 million in gen- 
eral obligation bond authorization and the county sells approxi- 
mately $150 million in bonds annually. We also have done a great 
deal of bond refunding in recent years as a result of favorable in- 
terest rates. Through the end of this current fiscal year, we will 
have completed almost $800 million in general obligation and 
sewer bond refunding resulting in a $31 million net present value 
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savings in debt service for Fairfax County. Our current bonded in- 
debtedness at the end of the current fiscal year will be approxi- 
mately $1 billion. 

Mr. Davis has already mentioned that Fairfax County has a 
credit rating of triple A from both Moody’s and Standard and 
Poor’s. We are only 1 of 33 States and local governments in the 
United States that total 30,000-and-some that have a triple A cred- 
it rating and we are justifiably proud. 

We in Fairfax County consider the capital budgeting process to 
be a dynamic one, a process which is interactive with our overall 
budget fiscal goals and financial planning. Our process evolves 
around a long-term capital improvement program which identifies 
public improvement projects over a 5-year period. The process of 
prioritizing the projects for inclusion in our capital budget program 
results in political support and community consensus for the 
project and the appropriate financing mechanism. Projects such as 
new and expanded facilities, schools, facility repair and renovation, 
roads, transit improvement, public improvements including side- 
walks, trails, storm drainage projects are all programmed within 
the 5-year plan. 

The first year, the capital program is the foundation for next 
year’s capital budget with the 4 remaining years serving as a guide 
in the financing and programmatic impact of imdertaking the cap- 
ital program. 

Development of the annual capital budget process begins in the 
fall of each year when our county agencies submit budget propos- 
als, their justifications, their costs, and related operating expenses 
and schedules. These submissions are reviewed by county staff and 
evaluated for need, consistency with the county’s comprehensive 
plan, and funding requirements. Recommendations for appropriate 
funding and phasing of projects are reviewed and consolidated into 
the advertised program which becomes a subject of the board of su- 
pervisors’ work sessions and public hearings before both the board 
of supervisors and the Planning Commission and ultimately the 
board of supervisors adopts the capital program. 

The county board of supervisors adopts that capital proCTam in 
full conjunction with the budget — ^the operating budget for the next 
fiscal year. 

We see several benefits from our capital budgeting process, all of 
which ensure that decisions related to the financing of public im- 
provements are balanced against current projected resources of our 
overall operating budget. 

First, the Fairfax County capital budgeting process is essential 
in fulfilling the board-adopted 10 principles of sound financial man- 
agement. In the mid-70’s, the board of supervisors wisely endorsed 
a set of policies designed to maintain the triple A bond rating that 
was then awarded to the county. These 10 principles, reaffirmed in 
1985 and again in 1988, stress the close association between the 
planning and budgeting processes and provide guidance in the 
planning and financing of public expenditures. 

The principles relate to the integration of capital planning, debt 
planning, cash management and productivity as a means of ensur- 
ing prudent, responsible allocation of the county’s resources. The 
key to the principles is the guideline that debt service on county 
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bonds will not exceed 10 percent of total general fund disburse- 
ments in any fiscal year. 

I have attached a copy of those 10 principles to the testimony we 
are providing today for your information and reference. 

Over the years, firm adherence has been achieved to these finan- 
cial principles and financial decisionmaking has allowed the county 
to maintain its triple A rating through two recessions, including 
the most severe recession and has established the county as a 
model of sound financial management. 

Mr. Davis has already mentioned that Fairfax County was re- 
cently named the best fiscally managed county in the Nation. 

Second, we believe the Fairfax County capital budgeting process 
focuses attention and promotes consensus on community goals and 
needs. The very process of annually identifying, evaluating, 
prioritizing, and programming public facility needs over a 5-year 
period helps match the expectations of the community with the re- 
alities of economic situation at hand. 

A case in point, the recession in the early nineties from which 
we are still recovering had a significant impact on Fairfax County 
and its ability to fund capital project construction. Faced with the 
declining revenue base and associated expenditure reductions, the 
capital budget had to be downsized to fit the economic cloth. 

Because the board established limits on debt service as a per- 
centage of the total operating budget, a total of $220 million in 
bond funded capital projects had to ne deferred. The board and the 
community worked to establish priorities, including public edu- 
cation, an adult detention center, and completion of a major road- 
way in Fairfax County, the Fairfax County Parkway. Those all re- 
mained in the capital program as we moved forward. Other projects 
simply had to be deferred. 

In addition, the reduction in county resources required eliminat- 
ing only the most critical emergency repair and maintenance 
projects from the pay-down capital program. As the county revenue 
base recovers in reaction to the current economy, our ability to in- 
crease operating expenses to incur additional debt service, addi- 
tional resources are becoming available for the restoration of col- 
lected capital projects. These restorations are program based on 
continued reprioritization of community goals and facility needs. 

Third, the Fairfax capital budgeting process encourages more ef- 
ficient government administration. The county capital improvement 
program promotes coordination among governmental agencies and 
provides a check on potential overlapping or conflicting projects. 
Decisions related to site selection and the timing of construction ac- 
tivity can be made in relation to improvements planned by other 
county agencies, a variety of the county agencies. 

For example, our planned roadway construction projects are 
closely coordinated with State roadway construction to minimize 
community disruption, to reduce county costs where possible, and 
to maximize the impact of improvements in any g^ven area by pro- 
viding a more efficient roadway network all at the same time. 

Fourth and last, the county capital budgeting process fosters a 
sound and stable financial program. Through the 5-year capital 
planning process, the need for bonds or other financing mecha- 
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nisms could be projected and programmed so that emergency fi- 
nancing measures are not required. 

In addition, the operating costs of new and expanded public fa- 
cilities can be included in forecasts of county disbursements re- 
quirements and appropriate actions can be planned to provide re- 
sources to staff the facility when complete. For example, we will be 
constructing a 750-bed expansion to our adult detention center, the 
additional annual operating costs which will be more than $14 mil- 
lion a year. 

Budget decisions of the board for the current budget year and the 
impact of these decisions on future years’ budgets are made consid- 
ering increased operating requirements. An analysis of the operat- 
ing costs associated with all capital improvements to be included 
in the capital program is reviewed and considered in the 
prioritization process. No county facility, newly constructed or ren- 
ovated, is to be built to be held empty. Our policy of forecasting 
these operating budget impacts prevents surprise budget adjust- 
ments as facilities are completed. 

In closing, I believe that our capital budgeting process effectively 
balances the need for public facilities and improvements against 
the realities of the county’s financial position at any given point in 
time. The continually evolving process of identifying public im- 
provement needs and prioritizing these against other budget re- 
quirements ensures its financing is in place or planned to minimize 
tne impact of construction ana facility operating costs on county 
residents. Our process provides for buy in from Doth the political 
leadership and the community for the need for the project and the 
costs of these improvements. 

We are very proud of our approach to capital budgeting. We are 
veiy proud of the overall financial management program. And we 
are very pleased that what we do and the way we do it has been 
widely recognized by financial leaders and financial institutions. 
We believe that there may be aspects of our capital budget program 
and process that may be transferable to the Federal budget proc- 
ess. 

I will be pleased to answer any questions you have. 

[The prepared statement of Mr. Leidinger follows:] 

Prepared Statement of Wiluam J. Leidinger, County Executive, Fairfax 

County, VA 

Let me begin by putting the Countys budget in perspective, particularly the part 
of the budget targeted for capital projects. In FY 1995, the County’s budget totals 
$3.0 billion. Of this amount, ^proximately $572 million or about 19% is associated 
with capital projects. In Fairfax County, financing for capital projects comes from 
a variety of sources, including transfers from the General Fund (paydown), general 
obligation bond proceeds, Federal grant funds for transportation/transit related 
projects, and other sources such as sewer and solid waste fee revenues and devel- 
oper contributions. 

The County’s total paydown or “pay as you go’ financing proCTam in FY 1995 is 
approximately $30 million. In addition, Generm Obligation Bond proceeds are used 
to finance $^8.0 million in capital costs in FY 1995. The County currently has 
$624.1 million in general obligation bonding authorization and the County sells ap- 
proximately $150 million in bonds annually. We also have done a great deal of bond 
refunding in recent years as a result of favorable interest rates. Through the end 
of FY 1995, the County will have completed $782 million in general obligation and 
sewer bond refiindin^resulting in a total of $31 million in net present value sav- 
ing in debt service. TTie County total bonded indebtedness at the end of FY 1995 
will be approximately $1.0 billion. 
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Since 1976, Fairfax County has had the distinction of having a “Triple A” rating 
from both Standard and Poors Corporation and Moody’s Investment Service, the na- 
tion’s leading rating agencies. Fairfax County is one of only 33 of approximately 
30,000 jurismctions including states, counties and cities that nave received this rat- 
ing. ’The Triple A rating gives Fairfax County bonds the highest rating attainable 
which allows the County to sell bonds at the most favorable price. It is estimated 
that since 1978, the Triple AAA bond rating alone has saved the Coui^ $110 mil- 
lion in debt service costs on general obligation bonds. In addition, the Inple A rat- 
ing opens up other avenues of capital project iinancing that otherwise would not be 
available. 

I consider the County’s capital budgeting process a dynamic one, a process which 
is interactive with our overall budget and fiscal goals. Our process evolves around 
a long term capital improvement program which identifies public improvement 
project over a five year period. The process of prioritizing projects for inclusion in 
our capital budget program results in political support and community consensus for 
the project and the appropriate financing mechamsm. Projects such as new and ex- 
panded facilities, facility repair and renovation, roads and some transit require- 
ments, and public improvements such as sidewalks, trails and storm drainage im- 
provements are programmed within the five year plan. The first year of the five 
year program is the foundation for the next years capital budget with the four re- 
maining years serving as a guide on the financial and programmatic impact of un- 
dertaking the construction program. 

Development of the annual capital budget process begins in the Fall of each year 
when County agencies submit project proposals, justifications, project costs and re- 
lated operating expenses, and project construction schedules. 'These submissions are 
reviewed by County staiT and evaluated for need, consistency with the County’s 
Comprehensive Plan, and funding requirements. Recommendations for appropriate 
funding and the phasing of projects are reviewed and consolidated into an adver- 
tised program which becomes the subject of Board of Supervisors work sessions and 
public hearings before the Board and the Planning Commission. The County Board 
of Supervisors adopts the CIP in conjunction with the budget for the neirt fiscal 
year. 

’There are several benefits of the Fairfax County coital budgeting process, all of 
which insure that decisions related to the financing of public improvements are bal- 
anced against the current and projected resources of our overall budget. 

1. ’The Fairfax County Capital Budgeting Process is essential in fuinil- 

ing the Board adopted “Ten Principles of Sound Financial Man- 
agement.” 

In the mid 1970s, the Fairfax County Board of Supervisors wisely endorsed a set 
of policies designed to maintain the “Triple AAA” bond rating awarded to the Coun- 
ty. These 10 principles, reaffirmed in 1985 and again in 1988, stress the close asso- 
ciation between the planning and budgeting processes and provide guidance in the 
planning and financing of public expenditures. The principles relate to the integra- 
tion of capital planning, debt planning, cash management, and productivity as a 
means of ensuring prudent and responsible allocation of the Count^s resources. Key 
to the principles is the guideline that debt service on County bon^ will not exceed 
ten UO) percent of totm General Fund Disbursements. I have attached a copy of 
these “10 Principles” to my 4estimony for your information. Firm adherence to these 
principles in financial decision-making has allowed the CounW to maintain its Tri- 
ple A rating, through two recessions and has established Fairiu County as a model 
of sound financial management. In fact, Fairfax County was recently named the 
best fiscally managed county in the nation by City & State magazine. 

2. The Fairfax County Capital Budgetii^ Process focuses attention 

and promotes consensus on Co-unity Goals and Needs. 

The veiy process of annually identifying, evaluating, prioritizing, and program- 
ming pubUc facility needs over a five year period helps match the expectations of 
the community with the realities of the economic situation. Case in point; The reces- 
sion of the early 1990’s had a significant impact on Fairfax County and its ability 
to fund capital project construction. Faced with a declining revenue base and associ- 
ated expenditure reductions, the capita] budget also was downsized. Because of 
Board established limits on debt service as a percentage of the total budget, a total 
of $220 million in bond funded capital projrats was deferred. Board and community 
priorities of education facilities, the Adult Detention Center and the Fairfax County 
Parkway remained in the capital program while other projects such as storm drain- 
age facilities, neighborhood improvements, libraries and human service facilities 
were deferred. In addition, the reduction in County resources required eliminating 
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only the most critical emergency repair and maintenance projects from the paydown 
capital proCTam. 

As the (Aunty’s revenue base recovers in reaction to the current economy, addi- 
tional resources are becoming available for the restoration of selected capital 
projects. These restorations will be programmed based on continued reprioritization 
of community goals and facility needs. 

3. The Fairfax County Capital Budgeting Process encourages more ef- 

flcient government administration. 

The County’s Capital Improvement Program promotes coordination among ravem- 
mental agencies and provides a check on potential overlapping or conflicting 
projects. Decisions related to site selection and the timing of construction activity 
can be made in relation to improvements planned by various agencies. For example, 
our planned roadway construction prmects are closely coordinated with State road 
construction to minimize community cusruption, to reduce County costs where pos- 
sible, and to maximize the impact of improvements in the area by providing a more 
efficient roadway network. 

4. The Fairfax County Capital Budgeting Process fosters a sound and 

stable financial program. 

Through the five year capital planning process, the need for bonds or other financ- 
ing mechanisms can be projected and programmed so that emergency financing 
measures are not required. In addition, the operating costs of new and expanded 
public facilities can be included in forecasts of County disbursement requirements, 
and appropriate actions can be planned to provide resources to staff the facility 
when complete. For example, Fairfax County will be constructing a 750-bed expan- 
sion to our Adult Detention Center, the additional annual operating costs of which 
will be more than $14 million. Budget decisions of the Board for the current budget 
year and the impact of these decisions on future years budgets are made considering 
increased operating requirements. An analysis of the operating costs associated with 
all capital improvements to be included in the capital program is reviewed and con- 
sidered in the prioritization process. No County facility, newly constructed or ren- 
ovated, Is to be built to be held empty; our policy of forecasting these operating 
budget impacts prevents surprise budget adjustments as facilities are completed. 

In closing, I believe that the County’s capital budgeting process effectively bal- 
ances the need for public facilities and improvements against the realities of the 
County’s financial position. The continually evolving process of identifying public 
improvement needs and prioritizing these against other budget requirements in- 
sures that financing is in place or planned to minimize the impact of construction 
and facility operating costs on County residents. Our process provides for “buy in" 
from both the political leaders and the community of the need for and the cost of 
these improvements. 

I am proud of the County’s approach to capital budgeting and its overall financial 
management program and am pleased that these practices have been recognized by 
financial leaders. I believe that there are many aspects of the our capital budget 
program which may be transferable to Federal budget process. 

Thank you for the opportunity to speak to you today. 


Fairfax County’s Ten Principles of Sound Financial Management 

1. The planning system in the County will continue as a dynamic process which 
is synchronized with the capital improvement program, capital budget and operat- 
ing budget. The County’s land use plans shall not be allowed to become static, ^ere 
will continue to be periodic reviews of the plans at least every five years. Small area 
plans shall not be modified in isolation from and in contradistinction to contiguous 
plans. 

2. Annual budgets shall continue to show fiscal restraint. Further, it is imperative 
that a positive cash balance (surplus) be shown in the funeral Fund at the end of 
each fiscal year. If necessary, spending during the fiscal year will be reduced suffi- 
ciently to create such a cash surplus. 

a. A managed reserve shwl be maintained in the Combined General Fund at 
a level sufficient to provide for temMrary financing of unforeseen needs of an 
emergency nature, and to permit orderly adjustment to changes resulting from 
termination of revenue sources through actions of other governmental bodies. 
The reserve will be maintained at a level not less than 2 percent of total Com- 
bined General Fund disbursements in any given ^ear. 

b. As part of the Board’s policy on appropriation during quarterly budget re- 
views, nonrecurring revenues should be used for either capital expenditures or 
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other nonrecanring expenditures. Quarterly review adjustments are not to ex- 
ceed 2 percent of the Combined General I\ind disbursements. The intent is to 
^ply this restriction on an annual basis. 

3. IT a deficit appears to be forthcoming, the Board will reduce appropriations or 
increase revenues. 

4. The County’s debt ratios shall be maintained at the following levels: 

Net debt as a percentage of estimated market value, which is now at 1.66 per- 
cent^; should always remain leas than 3 percent. 

The ratio of debt service expenditures as a percental of Combined General 
Fund disbursements whi^ is now at 9.2 percent^ should remain under the 10 
percent ceiling. The County will continue to emphasize pay-as-you-go capital fi- 
nancing. F^ancing capital projects from current revenues is indicative of the 
Countys intent to show purposeful restraint in incurring long-term debt. To 
this end, for planning purposes, the target on annual bond sales will be $160 
million, or $750 million over a five year period with a technical limit of $175 
million in any mven year. This planning limit shall exist even though the ratio 
of debt to taxable property value remams less than 3 percent and the ratio of 
debt service to Combined General Fund disbursements remains less than 10 
percent. 

5. Fairfax County’s cash management system is one of the best in the country and 
must continue to receive full support and cooperation from all County agencies, in- 
cluding the Public Schools. Such a system is an indication of the soundness and pro- 
fessionalism of the County’s financial management. 

6. The budgetary process will continue to be oriented toward management by ob- 
jectives (MBO) and must continue deliberately toward full utilization of the system. 

7. All efforts must be made to improve the productivity of the County’s programs 
and its employees. The County’s productivity analysis process is a dynamic part of 
the administration. Its presence, together with MBO, are indications of the strength 
of the County’s commitment to continual improvement of its fiscal management. 

8. A continuing effort to reduce duplicative functions within the County govern- 
ment and the autonomous and semi-autonomous agencies, particularly those which 
receive appropriations from the General Fund, must be made. 

9. Underlying debt must not expand beyond that level already contemplated. The 
creation of admtional sanitaw districts for the purpose of incurring bonded indebt- 
edness will be discouraged. Revenue bonds of agencies supported by the Combined 
General Fund will be analyzed carefully for flscm soundness. The issuance of Coun- 
ty revenue bonds will be subject to the most careful review. These revenue bonds 
must be secured by extremely tight covenants to protect the name of the County 
in its other borrowings. 

10. Fairfax County must continue to diversify its economic base by encour^ng 
commercial and, in particular, industrial employment and associated revenues. Such 
expansion of business and industry must be in accord with the plans and ordinances 
of the County. 

Mr. Horn. Thank you very much. We will get to that shortly. 

Mr. McMahon, please proceed. 

Mr. McMahon. Yes, thank you, Mr. Chairman, Congresswoman 
Maloney. Thank you for the opportunity to come down and testify. 
I have prepared remarks which I will, with your permission, sub- 
mit and just summarize. 

As a staff person to the city council, as the director of the finance 
division, we look at the capital budget from a legislative perspec- 
tive, which I think is an important one because it is the one that 
you share here and it is very much a tool that we believe is essen- 
tial so that you can develop a strategic plan in addressing the 
needs of local governments. As a representative of local govern- 
ment, I think I would be remiss if I uidn’t say that we often need 
help in financing capital improvements and cuts to capital improve- 
ments will have a dramatic impact on the ability of local govern- 
ments to meet those needs. 

But that being said, I think it is important that, when you look 
at the need for a capital budget, it is for the strategic purpose that 
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it offers, and a national capital budget would give local govern- 
ments and regions of this country the ability to integrate their stra- 
tegic plans with the plans of the Federal Government in a way that 
right now we don’t have available and it is something that we 
think is seriously needed. 

In New York City, we have had a separate expense and capital 
budget for many years. It was the fiscal crisis that forced us to ad- 
dress the need to deal with those two documents in a serious way, 
and what the capital budget provides us with the opportimity for 
the purchase of property, for the purchase of infrastructure needs 
for which there is a long-term benefit, and there is a strict stand- 
ard by which we allow items to come into our capital budget, and 
that is called PPUs. 

There must be a period of probable usefulness of more than 5 
years and those standards are determined by both State legisla- 
tion, local legislation, and the advice of bond counsel, and it is an 
important standard that I think you may want to consider intro- 
ducing into any legislation that comes forward. 

The city of New York essentially has a three-tiered capital budg- 
et process. We have a 10-year strategy, which is the long-term vi- 
sion of where we are going. We have a 4-year strategy which is 
more up front where you really have to make some real decisions 
on where your resources will be dedicated. Then there is an annual 
capital budget for which you must appropriate money. The pay- 
ments for that come out of an annual commitment plan, which is 
of a significant magnitude in the city of New York, approximately 
$4 billion a year that we commit to capital needs. 

In the preparation of that document, there is significant input 
from local communities, from city agencies, and from the consider- 
ation of resources that are available to fund all the needs that exist 
in New York City. New York City is a little bit bigger than Fairfax 
County. Our overall budget approaches $33 billion on the expense 
side and annually $5-$4.5 billion on the capital side. And we in the 
city of New York have found it, as I said, as an important tool and 
believe that the Federal Government should seriously think of in- 
corporating that as a budgeting tool into the national budget. 

Thank you. 

[The prepared statement of Mr. McMahon follows:] 

Prepared Statement of Thomas L. McMahon. Director, Finance Division, New 

York City Council 

Good afternoon Mr. Chairman. My name is Thomas L. McMahon and I am the 
Director of the Finance Division of the City Council of New York. I would like to 
thank the Chairman for inviting testimony on the creation of a federal capital budg- 
et. I believe that the separation of capitm expenditures from current operating ex- 
penses will improve the federal budget process, and promote a long term capital 
strate^ that will help to rebuild the country's badly deteriorated infrastructure. 

While the federal government has not had a balanced budget since 1969 1, in the 
same time period the rate of increase for public capital stock nas declined. Between 
1980 and 1990 federal spending on infrastructure fell from 4.7 percent of all federal 
exranditures to only 2.5 percent, helping to lower the ratio of public to private cap- 
ital stock from .61 to .44 over the last thirty years. 

Many economists believe that there is a positive relationship between the govern- 
ment’s investments in infrastructure and the private sectors investment’s in the 


^Although the modest deOcit of 1973 might be more accurately termed a balanced budget 
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equipment, technology and capital stock ^ needed to promote economic growth. Yet 
the reduced spending for infrastructure in the last decade has limited the growth 
potential of the U.S. as a whole and has had an even more devastating impact on 
local economies. 

In New York City the deterioration of the infrastructure, and the economic con- 
sequences of this deterioration, are visible to residents and businesses within the 
City. We provide a graphic example of the way in which economic growth is slowed 
due to the poor condition of our infrastructure. According to a 1992 Department of 
Transportation study, road congestion and poor pavement can increase the cost of 
operating a truck by between 24 to 42 percent. This upward pressure on costs has 
contributed to the decline of the City’s wnolesale industry and limited job opportuni- 
ties for our less skilled residents. It has also contributed to a generally high cost 
of doing business in New York City which has slowed growth across a variety of 
local industries. In 1988 the Congressional Budget Oflice estimated that selective 
expansion of the highway system in congested, urban areas would have yielded re- 
turns of 10 to 20 percent. 

Local governments often need help in iinancing capita] improvements (and some- 
times need help in financing infrastructure maintenance) so declines in federal 
spending on infrastructure are of great concern to localities. We believe that the cre- 
ation of a federal capital budget would aid in developing a long term infrastructure 
strate^ which could integrate the needs of localities within regional and national 
goals. We also believe that the absence of a federal capital budget has contributed 
to the nation's and the localities infrastructure deficit. 

In New York City we separate the capital budget from the rest of the expense 
budget and while the City has not had sufficient funds for ali the infrastructure im- 
provements needed, we feel that the existence of a capital budget has improved the 
budget process and helped the City focus on a capital strategy. Our capital budget 
provides funds for the purchase of property, the construction of facilities, improve- 
ments of existing facilities and the purchase and installation of major equipment. 
The capital budget therefore, functions as an investment plan for the City’s infra- 
structure. 

The capital budget is presented by the Mayor to the Council for adoption each 
year® and forms part of a four year capital proj^am^. The first year of the proCTam 
represents spending planned for the upcoming fiscal year, while the remaining three 
years of the capital program is a projection of the spending necessary to complete 
each project in the capital budget and to fund new projects anticipated in the follow- 
ing tnree years. The Charter also requires the preparation of a tenj^ear capital 
strategy that is used to describe all facets of the development of the (City’s capital 
facilities for the next decade®. 

However, including an item in the capital budget does not guarantee an actual 
expenditure. The City’s capital commitment plan is a measure of what is actually 
to be spent on capital projects during the course of the fiscal year. Agency targets 
in the commitment plan represent the actual dollar amounts that are to be spent 
in the current fiscal year based on a projection of the dollar value of contracts into 
which the City will enter. 

The capital budget process insures that capital projects adopted each year are the 
final product of a longer capital planning process that begins with a ten-year capital 
strategy, takes firmer shape when it reaches the four year capital program and crys- 
tallizes in the current year capital budget. We believe that the short-term time hori- 
zon associated with the annual operating budget is not appropriate for capita] plan- 


nmg. 

Without a capital budget, spending for current goods and services is mixed-in with 
spending for long term investments. This creates a timing mismatch between out- 
lays and benefits. Further, the unified budget makes it difficult to evaluate the fi- 
nancial solvency of the federal government because you can not incorporate the val- 
ues of assets acquired into your understanding of the budget. A capital budget also 
creates an improved understanding of the budget process among the public that can 
contribute both to balancing the budget and providing more fijnds for investment 
and infrastructure. 


®Sharon Erenburg in ‘The Relationship Between Public and Private Investment” Working 
Paper No. 85, 'The Jerome Levy institute, 1993 estimated that each one percentage point in- 
crease in public infrastructure expenditure would yield a 0.6 percent increase in private sector 
equipment investment The work of David Aschauer and M.I. Nadirie and T.P. Mamuneas have 
tended to confirm Erenburg’s finding. 

^Charter Section 225(a). 

^Charter Section 212. 

“Charter Section 215. 
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The alternative to a formal capital budget is the back door method of creating a 
capital budget through the use of more “oiT-budget” agencies, categories and 
projects. While this back door approach works toward the goal of correcting the tim- 
ing mismatch between outlays and benefits it also reduces accountability and does 
little to improve public understanding. 

We believe that New York City has an excellent capital budget process — what we 
lack is funding. In fiscal year 1995 federal aid will provide New York City with only 
5 percent of its capital needs. Further, Uie budget reductions contemplated in the 
“Contract With America” will have a negative impact on both the capital and the 
operating budget of New York City. For example, under provisions found in the Con- 
tract Wiui America, The Metropolitan Transit Authority (MTA) will lose $44 million 
in fhnding starting in fiscal year 1996, rising to $200 million in fiscal year 2002. 
If this portion of the Contract becomes part of the federal budget. The MTA will 
be forced to curtail its’ current level of needed capital improvements and, in the long 
run, pay the higher costs associated with the maintenance of deteriorated tracks 
and equipment. The Contract will also have a negative impact on the upgrading of 
sewage treatment facilities and public housing. 

We hope that the creation of a federal capital budget will help expand the na- 
tional capital program and provide assistance to local governments that need to re- 
build their infrastructure. 

Mr. Horn. Well, thank you very much. I think all of you have 
given excellent testimony. 

Let me just ask you, Mr. McMahon, because I am curious: on the 
5-year life standard, do some of the buildings which you put in the 
capital budget include extensive scientific equipment or computer 
systems that come with that initial construction of the building? 

Mr. McMahon. Yes. 

Mr. Horn. And if so, do you include those as part of the capital 
budget? 

Mr. McMahon. Yes. 

M'”. Horn. You are assuming more than a 5-year life? 

Mr. McMahon. Yes. 

Mr. Horn. OK. Because that creates a major problem as to how 
you sort the equipment that comes with the building to make it 
functional. 

Mr. McMahon. Right. As part of the infrastructure that is nec- 
essary to maintain that building, we believe that should be part of 
the budget. And the bonds that are issued associated with that 
project will reflect the period of usefulness of the asset. So that if 
the asset only has a 10-year life, the bond that is issued with that 
would have that 10-year expiration date. 

Mr. Horn. OK Let me call on Chairman Clinger. I will hold my 
other questions until later. 

Mr. Clinger. Just very briefly, one of the things that I feel a 
capital budget at the Federal level could be very useful, and it is 
a planning device, as a planning tool: which would enable us to do 
the sorts of things you are able to do, which is to take a look 10 
years out? What is our needs, 10 years put, 4 years out, I think 
you said, and then 1 year out? 

Recomizing the Federal Government is no longer the provider of 
all good things, but nevertheless, there still is a need for an inter- 
face between the Federal Government and the State government 
and the local government in terms of infrastructure planning, the 
fact that the Federal Government does not have a Federal capital 
budget and, therefore, there tends to be a stop-go kind of funding 
for a lot of the infrastructure programs, whether it is highways, 
airports, water and sewer systems, or whatever. 
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How would it help you if we had a Federal capital budget that 
you could then use in your own capital budgeting? Isn’t your own 
capital budgeting somewhat inadequate because you can’t really 
take into account or really plan on whatever assistance you are 
maybe going to receive from the Federal level? Do you want to re- 
spond to that? 

Mr. McMahon. I believe that is correct. What we do in the State 
of New York is make assumptions based upon historical trend and 
actual annual appropriation. But it is more ^esswork, and clearly 
we recognize that any 10-year plan has to he adjusted over time 
and we believe that the Federal Government would make those 
same adjustments that we have made in the city of New York. 

Mr. Clinger. Yes. Ms. Hanley? 

Ms. Hanley. I think it would also be useful for those govern- 
ments that are part of regional bodies, particularly transit, if we 
had a plan so that we knew what the transit — the capital transit 
budget would be so that we know what our local obligation, par- 
ticularly here in this area in connection with WMATA, what our 
local obligation would be, and then it would be — it wouldn’t be 
peaks and valleys. It would be more level. 

Mr. Clinger. That is what I mean. It is almost sort of a chaotic 
situation because the Federal Government changes its mind, re- 
verses policies, does all kinds of things which I think have to be 
very disruptive in terms of infrastructure development, certainly it 
seems to me. Ms. Hanley, how did the school board and its bonds 
interact with the capital program with the board of supervisors? 

Ms. Hanley. Very carefully. I am sonw. In Virginia, school 
boards are still — are just now being elected but they are still de- 
pendent school boards so they are dependent for their funding, both 
capital and operating, on the governing bodies. So the school 
boards had the authority to establish a capital program to reach 
consensus on it and then it became — it is incorporated into the gov- 
erning bodys capital program. 

We do nave little spurts of disagreement on the size of the 
school’s capital program because of course for a county like Fairfax, 
that is a majority — that is probably over 50 percent of it, but it is 
an interaction that takes a lot of public involvement, but in Vir- 
ginia, school boards are dependent, and so it is part of the — the 

f oveming body sells the bonds for the school board as well. The 
ebt service is counted. 

Mr. Clinger. One final question. You have heard a discussion 
about the definitional problem that you have to deal with, what is 
the definition, for example, of the city of New York or in the Fair- 
fax County? How do you define capital? 

Ms. Hanley. I want to hear yours first. 

Mr. McMahon. It is the standard that I mentioned, the period 

of probable usefulness. It has to be more than 5 years and it is 

Mr. Clinger. Is it pretty much bricks and mortar? 

Mr. McMahon. Yes. Yes. 

Mr. Clinger. You don’t get into 

Mr. McMahon. It is focused on bricks and mortar. Occasionally 
vehicles slip in, but that is a close call, a vehicle. 

Mr. Clinger. But you don’t get into so-called human infrastruc- 
ture? 



32 


Mr. McMahon. No. 

Mr. C LINGER. OK, 

Ms. Hanley. It has traditionally been that it has turned out to 
last the life of the bond. In other words, we shouldn’t still be pay- 
ing on the bond when whatever it is is no longer around. And tradi- 
tionally we have had 30-year bonds. Equipment then is not consid- 
ered capital. 

Mr. Clinger. You are talking about tangible things? 

Ms. Hanley. Tanmble things, yes. 

Mr. Leidinger. We finance the acquisition of our equipment, ei- 
ther motorized or technological equipment, either with direct pur- 
chase or through the use of establishing revolvii^ funds to fund an- 
nually an amount estimated to have a sum sufficient to replace it 
at the end of its useful life. 

There are some places in Virmnia that allow the issuance of 
short-term notes, short-term bonds, 5 to 7 years, to provide highly 
specialized equipment that lasts longer than a police vehicle, but 
not as long as a jail if you would. For example, a fire truck or a 
new computer. That might go 5 to 7 years. 

So there is some capital debt financing done with using short- 
term bonds for highly specialized equipment. But as Ms. Hanley 
said, it is bricks and mortars, it lasts the life of the debt, then it 
is capital. If it doesn’t, it is capital equipment; it is either paid for 
one way or another out of current cash. 

Mr. Clinger. Right. Thank you all. 

Mr. Horn. Representative Maloney. 

Mrs. Maloney. I would like a comment from all of you on how — 
the structure by which you balance your budget. I know we are 
hearing a lot about all the cities are balancing their budgets and 
the States are balancing their budgets, and on long-term invest- 
ment. 

Is that oflF budget in the balancing or is it just the cost of the 
interest rates to carry the long-term investment? How do you — I 
know that on the expense side, you balance it. But how is the cap- 
ital part part of balancing the bucket? 

Mr. McMahon. In New York City, as you know quite well, we 
carry the interest and the principal of our debt from the capital 
budget in the expense budget. The expense budget is required to 
be balanced under generally accepted accounting principles, which 
on an annual basis, your revenues have to match your expenses. 
And it is essentially so the capital budget is a separate — is a sepa- 
rate document with the expense budget, including the principal 
and debt service payments on that capital program. 

Mrs. Maloney. The same? 

Ms. Hanley. Our capital budget is limited by the amount of debt 
service that will support it. In other words, our debt service is — 
our policy is that our debt service should not exceed 10 percent of 
our general fund budget, not including — I guess not including what 
the capital costs are, but that our debt service is figured in into the 
general fund and we must have a balanced budget in Virginia. We 
are required to. 

Mrs. Maloney. The ability of local governments, I would like to 
ask Ms. Hanley, to fund capital projects is often dependent upon 
the opinions of those wonderful credit rating services. 
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Ms. Hanley. Yes. 

Mrs. Maloney. And you noted in your testimony, and congratu- 
lations, that since 1975, Fairfax County has had a triple A rating 
from both Standard and Poors and Moody’s Investment Services, 
the Nation’s leading rating agencies. You estimate that since 1978, 
the rating has saved your county $110 million in debt service costs 
on general obligation balance. 

Can you tell us more about the process by which the rating serv- 
ices evaluate your local bond offerings? And. I would like to ask Mr. 
McMahon the same question, and what are your ratings right now? 

Ms. Hanley. I will let Mr. Leidinger go into the process in detail. 

Mr. Leidinger. First of all, we stay in regular contact with the 
folks at the rating agencies and we do that on a regular basis. We 
do that on the telephone. 'They come to visit us and spend time 
with us prior to each bond sale we have. We spend probably a day 
in Fairfax with them discussing the projects included in the bond 
issue, take them on a tour of the county, helping them appreciate 
the understanding and dynamics of the credit, if you would, and 
underlying issues and strengths that are in that credit. They know 
us very, very well. 

We share financial information with them regularly and com- 
pletely and as financial issues arise, it is not beyond us to pick up 
the phone and just talk with them and tell them what we are 
thinking about. 

Mrs. Maloney. Do you believe it is your strict emphasis on cap- 
ital budgeting that you have that enables you to have this fine rat- 
ing? 

Mr. Leidinger. Yes. They are very happy that we have that, and 
more particularly, since it is self-imposed and it has been self-im- 
posed and maintained over an extended period of time. 

Mrs. Maloney. And could you answer the same question? What 
is New York City’s bond rating now? 

Mr. McMahon. Well, unfortunately, we don’t have as good a 
bond rating as Fairfax. We are significantly below that. Standard 
and Poors has us at A-minus, Moody’s has us as BBB-plus. Even 
though we have a rigorous process in New York City, the pressures 
on the expense side of the budget have given us that rating much 
lower than we would like to be at. 

As the mayor and the city controller who have responsibility for 
negotiating those ratings with the agencies, although the city coun- 
cil, we also spend time with them and try to comfort them in the 
fact that we ultimately will do what we can to balance the city’s 
budget, but as you know, there are tremendous pressures on the 
city’s budget from a host of areas, not the least of which is that the 
city of New York, with 7 million people, we have over a million peo- 
ple on welfare and that cost, which is shared by the local govern- 
ment in New York State, which most States don’t. New York State 
pays 25 percent of the cost of Medicaid, welfare, and other social 
programs. 

So that there is tremendous pressure on the expense side of the 
budget which I believe has led to the lower rating, although since 
1977, we have balanced every year’s budget and it is an interesting 
thing. Rating agencies, you know, they look at city bonds, but as 
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soon as city bonds go out, they get bought, and it is — the last offer- 
ing was actually oversubscribed. 

And so while it is a process that you have to deal with and it 
is an important process, there are many who believe that perhaps 
the rating industry, the process by which bonds are rated, should 
also be looked at. 

Mrs. Maloney. Very briefly, if you could share with the commit- 
tee members the problems in our budgeting process that led to the 
crisis and how they were corrected. Maybe that could help us in 
looking at this capital. 

Mr. McMahon. As one of the prior witnesses testified, the Beam 
shuffle, it wasn’t a Beam shuffle; it was the Lindsey shuffle and 
Warner shuffle and many shuffles before that in the city of New 
York. There was a history of essentially mixing your capital and 
expense programs, and so what oflten happened was that the reve- 
nues that were raised for a capital program were used up front to 
pay the expense side of the budget because there wasn’t a clear dis- 
tinction between the two, and that is fine. 

It works perfectly as long as you have cash, and what happened 
in the fiscal crisis was people saw what was going on. And when 
the city went to borrow on the capital side, people — the banks said 
no, that it has to stop, and it did stop and then precipitated a se- 
ries of reforms which we think have served the city well, looking 
back over the past 20 years now. 

Mrs. Maloney. Thank you. My time is up. 

Mr. Horn. I think that is a convenient place to take a break. We 
have about 10 minutes in which to get over to vote. If you don’t 
mind waiting, we would like to ask you a few more questions. 

Thank you very much. We will be back to you in about 15 min- 
utes. 

[Recess.] 

Mr. Horn. We can resume the hearing. The hearing is resumed 
at roughly 3:39 p.m., and the gentleman from Virginia, Mr. Davis, 
will begin the questioning. 

Mr. Davis. Mr. Chairman, thank you very much. I have got some 
questions for each of you. 

Mr. Leidinger, let me ask, I know the Fairfax County budget, 
which I have some familiarity, is a complex document. As I under- 
stand it, you have your budget and then you have your debt service 
as an item in that budget tnat can’t exceed 10 percent under your 
10 commandments? 

Mr. Leidinger. That is correct. Debt service cannot exceed 10 
percent of combined general fund disbursements, that is direct 
county expenditures as well as the amount of money we transfer 
to the school system each year for its operation. 

Mr. Davis. But you can use additional county dollars for capital 
improvements; you just don’t go in debt for it? 

Mr. Leidinger. We do. That is cash pay down, pay-as-you-go. 

Mr. Davis. What is the current debt roughly of the county? You 
have a balanced budget but you still have a debt that we service 
each year. What would the total debt be? 

Mr. Leidinger. The total debt is around $1 billion. 

Mr. Davis. What about the trust funds? Can you talk about how 
we use trust funds at the local level? 
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Mr. Leidinger. Trust funds like enterprise funds for water and 
sewer? 

Mr. Davis. Right. Like we are supposed to have at the Federal 
level for Social Security and the highway trust funds that get into 
the integrated budget, for planning purposes, get thrown in. Do ei- 
ther one of you want to talk about how you 

Ms. Hanley. The enterprise funds are separate from our general 
fund budget. They are self-generating. They pay for themselves, if 
you will, by either fees or some kind of revenue in terms of sewer 
is the one that particularly comes to mind. The water authority, 
there is another one. They are not — those funds are not usable in 
the general fund. They don’t transfer and they are internally — I 
hate to say internally generated, but they are self-contained and 
not part of the general fund budget. 

Mr. Davis. So there is no mixing and matching on that. They 
just stand there 

Ms. Hanley. You can’t take money out of the — ^from sewer reve- 
nues and pay for human services out of that. 

Mr. Davis. OK, thank you. 

Ms. Hanley, let me ask you if you have any thoughts in terms 
of the — ^you have heard the discussion of how you define capital 
and whether it should be human factors, personal property, real es- 
tate. Do you have any thoughts on that? You have worked — you 
have been on the Metro board here, worked with transportation. 
You have been on the school board. You have very broad experi- 
ence. 

Ms. Hanley. I think the 20th century view of capital has been 
bridges and roads and rails and bricks and mortar, but as we look 
to the 21st century, the highways are different. They may be infor- 
mation highways and we may have to think about the technology 
infrastructure in order to be competitive worldwide, particularly in 
a locality, if the locality is going to be competitive. 

And so what we have maybe called equipment under the head- 
line of computer equipment may be broader in the 21st century 
technology infrastructure, and I think that would appropriately be 
a capital improvement. 

I don’t think that we know yet what all that means. I wouldn’t 
propose to know what that will mean in the next 20 or 30 years, 
but when you are talking about long-term life, those things may 
have long-term life. 

Mr. Davis. Objection, thank you. 

Ms. Hanley. Certainly as I mentioned, in transit, that is back 
the other way, that would — some kind of stability in terms of reve- 
nue for that kind of capital would relieve localities of having to 
make up the difference, particularly in subsidies, if you have some 
kind of regional arrangement where the localities are on the hook 
for the capital, and in that case, that comes out of our general — 
either that is our capital — either we have to plan for it under our 
capital consideration or we have to make it up out of our general 
fund. 

Mr. Davis. OK, thank you. 

Mr. McMahon, let me ask you a question. You still have the con- 
trol board in New York functioning as an oversight now as opposed 
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to — ^how has that traditionally interacted with your capital budg- 
ets? 

Mr. McMahon. The control board, as you know, was established 
as — during the fiscal crisis as the emergency financial control 
board in order to monitor city finances, and they didn’t approve — 
they ultimately, during that time period, had approval over the ex- 
pense and capital budgets adopted by the city, but since it was the 
expense budget that had the greatest focus, that was where they 
focused the majority of their energies. 

Since the mid 1980’s, they have been serving in an advisory ca- 
pacity monitoring both the expense and capital budgets and com- 
menting on them on a periodic basis. 

I think many of tneir recommendations have been helpful, 
thoughtful. On the capital budget, they have advocated the need for 
a written debt policy. They have advocated the need for something 
that the city has not done in the past, but which is currently being 
explored, which is pay-as-you-go capital. I know you mentioned in 
Fairfax they use it and I think it is an important element of any 
capital program. 

In the city, we haven’t used it as much as we should. I think it 
is — the control board has served as an oversight agency and I think 
generally a thoughtful one. 

Mr. Davis. OK, thank you. I yield back. 

Mr. Horn. Thank you very much. 

The gentleman from Illinois, Mr. Flanagan, the vice chairman of 
the subcommittee. 

Mr. Flanagan. Good afternoon. I have one large question with 
a lot of smaller parts attached to it and, Mr. McMahon, in reading 
through your testimony, I would first like to apologize for not hav- 
ing been here for your oral testimony, but I have read through it 
and looked through it all. 

I would like to ask the question, should the Federal Government 
finance projects that you discuss, the MTA and the other things in- 
volved there, what — I guess for lack of a better term — guarantee is 
there that the ongoing funding to maintain and operate them 
would be there? And if not, would such a capital expenditure in- 
clude operating expenses as well? 

Mr. McMahon. Not necessarily. It depends on what the ultimate 
goal that you are looking to realize is, articulated by the spending 
choice that is made. And I think that it is clear that both nation- 
ally, regionally, and locally that investments have to be made in in- 
frastructure if this country and our regions and our cities will be 
able to compete in the economics of the 21st century. So I think the 
idea — I mean, the investment is necessary to make us competitive. 

Mr. Flanagan. I understand that. My question continues 
though. Maybe you can guess where I am going. Why a Federal ex- 
penditure? I wrestle with this — I am from Chicago and I wrestle 
with these problems constantly there where a local authority will 
come to me and say, I need a nandful of millions for this, for that, 
for the other thing, all of them local need, local necessity, local re- 
quirement and sometimes a local good idea. Why out of tne Federal 
pot? 

Mr. McMahon. The Federal Government is responsible for na- 
tional commerce. Why is there an interstate highway system? 
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Mr. Flanagan. The interstate highway system is not a local 
bridge across the north branch of the Chicago River. The interstate 
commerce system is not a downtown transit system. That is not 
interstate commerce. 

Mr. McMahon. But that bridge is part of the interstate network. 

Mr. Flanagan. What is interstate commerce? If we are going to 
extrapolate it that far, then anything that provides a mode of 
transportation across a road or pavement somewhere is interstate 
commerce, then we will just take over the transportation budget 
here of the Federal Government. 

I don’t mean to be purposely contrary with you and I am doing 
this purposely to make a point, and that is, would it not be better 
to withdraw from projects like these, to withdraw from having to 
put expenditures into things like this, turn it back to the States 
and get the Federal Government out of these businesses entirely, 
consequently having — balancing the budget along the way, provid- 
ing general economic health and permitting the State revenues to 
increase proportionately with the decrease of the Federal revenues? 
Shouldn’t that be our long-term goal, to let Illinois or New York, 
whatever the case may be, to make their own decisions as they 
need best where they are? 

Mr. McMahon. Under a very thoughtful strategy for fiscal fed- 
eralism where each branch of government had responsibilities for 
those specific charges and those are articulated, I think that would 
be an excellent approach, but with that would also have to come 
the release of the tax dollars that are necessary to fund those very 
important initiatives, and it is a difficult area, difficult question. 

I agree with you. I don’t think there are easy answers, but at 
this current point in time, I don’t know that local governments 
have the wherewithal to make the massive investments that are 
necessary to rebuild the infrastructure of this country and be com- 
petitive on their own. 

Mr. Flanagan. I would tell you on the scale on which you are 
talking, the Federal Government running hundreds of billions in 
debt every year, I am not sure that we have the wherewithal at 
the Federal level with our current structure to be able to do it at 
all. 

The Federal Reserve prints the money and we kind of collect it 
up and kind of pass it out and with some rhyme or reason occasion- 
ally, but I question seriously perpetuating the system that does a 
job this badly. And maybe some of the other panel members have 
a comment on that. 

Ms. Hanley. I would be — thinking, for example, of this region 
where we have WMATA, which is a tri — a multijurisdiction and 
the only one in the country of three jurisdictions, the District, Vir- 
mnia, and Maryland, there are certainly some national interests in 
having the economy of this region be strong. I think there are some 
national interests, particularly in transportation, of the economic 
benefits of transportation, whether or not it be just in one particu- 
lar jurisdiction, or the bridge may be in one area, but a lot of other 
people may go over it, and I think there are some national interests 
there in keeping the infrastructure strong so that the economies of 
our cities and States can be strong. 
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The other thing that I would say is that, for example, a locality 
like Fairfax doesn’t access income, and because we have no income 
tax, and so our infrastructure is — you know, our revenue authori- 
ties are fairly limited, and if we had to take over the part of the 
Beltway, for example, that was in Virginia 

Mr. Flanagan. No one would suggest that you would take over 
the Beltway or part of the interstat^ighway system. That is clear- 
ly the Federal Government’s responsibility mr interstate commerce 
because the touching is so close, but a footbridge across the north 
branch of the Chicago River, you have really got to go a long way 
to convince me that that is something that needs to be done. 

However, that is the sort of capital expenditure we are talking 
about for local transit or necessary regional transit matters and 
capital infrastructure generally. I am trying to draw a line here 
and I am more inclined to draw it away from the Federal Govern- 
ment than toward it, and this is where we remain, I think, perhaps 
philosophically opposed. 

Ms. Hanley. Well, I ^ess the other question is in transit, you 
have to balance some other Federal goals, which include clean air. 

Mr. Flanagan. OK I yield back. 

Thank you. Chair. 

Mr. Horn. The gentleman from New Hampshire, Mr. Bass. 

Mr. Bass. Thank you very much, Mr. Chairman. 

Appreciate your appearance here today and I, like my colleague 
from Illinois, I regret having not been here for your oral testimony. 
We had another Government Reform and Oversight Subcommittee 
hearing. 

I come from a State that has a capital budget, the State of New 
Hampshire, and we also don’t have a sales or income tax, and as 
a former member of the legislature and the New Hampshire State 
Senate during tough economic times, there has been some tempta- 
tion to use the capital budget as a mechanism whereby it becomes 
somewhat easier to balance the budget in a given year. 

To what extent do you all feel pressure to utilize the capital 
budget as a mechanism to make your operation expenditures a lit- 
tle easier to deal with? 

Ms. Hanley. Well, we don’t. In other words, what happens is 
that we don’t do those capital expenditures. If the general fund 
shrinks to the point that the 10 percent debt service exceeds the 
10 percent, we put off the sale of bonds. I suppose you could say 
that there are some human investments that we use the bond 
funds for if it concerns the design and the construction of a project, 
but the operation, we do not use capital and bond funds for. 

Mr. Leidinger. In Fairfax County, approximately 72 percent of 
our general fund revenues come from property -based taxes, real es- 
tate and personal property taxes. So we are fairly sensitive to what 
happens in the real estate market and the general economy as 
well. 

During the decade of the 1980’s, our general fund revenues were 
growing at an average annual rate of about 12.2 percent. When the 
recession hit us in 1991, not only did that growth stop, but we lost 
revenue for the first time in the history of the county, and the 
board of supervisors took a number of tough actions, as I men- 
tioned this morning, but included among that — those actions were 
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deferring $220 million worth of capital projects that were scheduled 
to be completed. They simply cut back and cut the suit to fit the 
cloth, both in the operating budget and the capital budget. There 
was not an effort to conduct operating activities in the capital pro- 
gram at all, as Ms. Hanley has said. 

Mr. Bass. So in effect, you have very strict limits on what you 
can capitalize and how much capitalization you can undertake in 
a given period? 

Mr. Leidinger. That is correct. 

Mr. Bass. Thank you very much, Mr. Chairman. 

Mr. Horn. Thank you. lit me ask a few questions and then we 
will have another round. I am curious about how much your status 
as a member of a governmental entity determines your support for 
a capital budget? How does that process differ from the process 
which determines your support for an operational budget? 

Are there different standards, different criteria, or is there an 
overlap in some areas? How do you prioritize those things so you 
are satisfied that you will get a majority of the board’s support? 

Ms. Hanley. I get to go first. 

Mr. Horn. Besides putting one project in each Member’s district. 

Ms. Hanley. Oh, well you gave my answer. 'There may not be 
anything left to say. I guess in Fairfax County, we have a com- 
prehensive plan that is the basis of what — the long-range plan of 
what kinds of infrastructure we need in terms of fire stations and 
police stations and that kind of thing, as well as the Judicial Cen- 
ter and all that. 

And so that all goes into a — on a list with costs. And the real 
question becomes, what do you do first? How do you establish 
which things to do first if there are bonds approved for it? We do 
most of our — obviously, as we said earlier, most of our capital con- 
struction through the sale of general obligation bonds, and so they 
have to be approved by the electorate in order to do that. So the 
real discussion is: What do you do first and, yes, there are some 
standards, and yes, there is a lot of give and take in order to get 
things on the list first and how you squeeze it all in each year. 

It is a different kind of give and take, however, from an annual 
budget because that is more immediate. We take a little longer 
range view on the capital budget. 

Mr. Horn. How about New York? 

Mr. McMahon. In the city of New York, it is a process that pro- 
ceeds on two separate tracks, the expense budget with all the pres- 
sures that go there for the next year’s expenditures, and the capital 
budget with more of a long range view, and the linkage is the debt 
service that is necessary to support the capital budget. 

Four years ago, the city of New York went through a charter re- 
vision, which is still evolving in many ways, and one of the require- 
ments of that charter was that the — with each capital budget, there 
be an itemization of the expense pressure that would be needed to 
maintain that capital asset or to operate that capital asset. 

It is something that is required by the charter but hasn’t been 
fully implemented yet and we are still trying — going through the 
process of developing the mechanism to measure the pressure that 
would be placed on the expense budget because of the existence of 
an asset. 
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And it is a tool that, as I say, is difficult to measure, but once 
we figure it out, I think it will be a very important tool to link the 
two, because, ultimately, they are linked. 

Mr. Horn. Now, Robert Moses was one of the CTeat czars of pub- 
lic works of New York. He worked, as I remember, for about five 
decades on behalf of both the Governor of New York, regardless of 
party, and for the mayor of New York City, regardless of party. Did 
he operate under that capital budget or did he just have an inde- 
pendent budget that nobody had any control over? 

Mr. McMahon. Right. Robert Moses is going — there is a bit of 
revisionism going on in New York City as regards Robert Moses be- 
cause people are starting to realize that the last major public 
works project was done under Robert Moses and nothing has been 
done since. 

He used something different. He operated under — the State 
under a local capital process until he found it wasn’t working for 
them and then he did something, which was to create an authority. 
And in New York City, he created a number of authorities. 

First, at the State level, a parks authority, which enabled them 
to build Robert Moses Park on the south shore of Long Island, 
which is — which includes some of the finest beaches, we like to 
think, in the country, Jones Beach being one of them. And he also 
created something called the Triborou^ Bridge and Tunnel Au- 
thority which is in New York City and it is separate from the city’s 
capital budget and it is supported by the tolls on the various 
bridges and tunnels, and that was used to buildup this — the city’s 
infrastructure for bridge and tunnels. And there are other exam- 
ples of authorities in the city that are separate 

Mr. Horn. Did he create the airport and harbor authorities also? 

Mr. McMahon. The Port Authority was created by State law be- 
fore Robert Moses. That was before his time. I think that was in 
1925, and they also have a separate operating and capital budget 
as well, and 

Mrs. Maloney. Can I ask a question? 

Mr. Horn. Sure, please. 

Mrs. Maloney. Were his authorities on budget or off budget? 

Mr. McMahon. Off budget. So still in New York City, the TBTA 
is off budget. It is subsumed into part of the overall — the MTA. It 
is a subsidiary of the MTA and it is off budget. 

Mr. Horn. Are the bridge fees pertaining to that authority solely 
used for maintenance, operation, reconstruction of the bridges, or 
do they slide into the city budget? 

Mr. McMahon. They only slide into the mass transit system. 
They support mass transit in New York City. 

Mr. Horn. And did that take a separate action of the city council 
and the State legislature or the authority board? 

Mr. McMahon. The State legislature. 

Mr. Horn. State legislature? 

Mr. McMahon. Right. And the initial intent of issuing the bonds 
was that they would be retired once the bridge was paid for. In 
most cases, very few tolls have been rescinded because there has 
been a reissuance of the debt and the proceeds of the tolls have 
been used to support mass transit. 
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Mr. Horn. Let me ask you one last question. It has to do with 
public psychology and employee psychology. In California, as some 
of you have read, we had a major bu^et crisis over the last few 
years where the generally $60 billion State budget had a $15 bil- 
lion deficit, an amount unheard of in modern times. Before that, we 
only had a $1 billion deficit in 1983, which we solved within 45 
minutes of C^vernor Deukmejian taking the oath of office through 
cutting the State budget 2.5 percent for the year. We had gone 
through half the year, so we had to cut our budget by 5 percent. 
We did it and that solved that problem. 

A little more difficult to solve, is $15 billion, especially since the 
University of California, the California State University and the 
California community colleges, three separate statewide entities 
and boards, all appointed by the Governor, have authority to issue 
bonds under the State of California. Those bonds go before the vot- 
ers, and until recently, those bonds for capital projects were ap- 
proved. 

So you find, when you are trying to grapple with a $15 billion 
deficit as Governor, that you could wipe out the whole traditional 
State government, corrections, mental health, public health, all the 
rest, and the three university systems, all that is traditional, and 
you wouldn’t close the gap. In other words, you couldn’t get the $15 
billion even if you wiped out the whole traditional State govern- 
ment, because it is entitlements that were running the deficit up. 

So you face the irony where you had to take huge chunks of per- 
sonnel out of State government. When people wake up in the morn- 
ing and they get the pink slip at the end of the day, then they look 
around them, and here are beautiful facilities being erected, this 
science building, that psychology building, this jail, this prison, 
whatever, all of which, funded by bond authoriW several years be- 
fore, now appears where people are being led on by the thousands. 

Obviously employees wonder why that disconnect is. Well, it is 
because the capital budget is funded in a different way than the 
operational budget; in other words, through bonds rather than 
taxes. Have you had to experience that, and what do you do about 
it under those circumstances? Nobody in Fairfax County ever has 
a problem with what the board does? 

Mr. Davis. The libraiy. 

Ms. Hanley. I was thinking more of the new government center. 

Mr. Horn. The Taj Mahal, you mean, for the county executives 
and board. 

Ms. Hanley. There are times, I guess, when I wish we were a 
little further away from 

Mr. Horn. The television cameras are not here. 

Ms. Hanley. Small favors. Thank you very much. 

That does happen occasionally, but in Fairfax, more when it is 
funded other ways than by general fund dollars. In fact, the psy- 
chology recently in Fairfax is the reverse. We voted for these 
projects and you haven’t built them yet. Why not? Because we sup- 
ported them and we think they ought to be in place, and you all 
are just being stingy and just won’t do it. And it is harder to ex- 
plain that the operating funds aren’t there and the debt capacity 
isn’t there. That is partly because the debt capacity is tied to the 
general fund. 
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The Government Center, of which I spoke, was not a general ob- 
ligation bond and so that did raise that confusion because the vot- 
ers hadn’t voted on it. 

Mr. Horn. Let me ask you on that debt capacity: is that an act 
of the board or do you have a county charter and that is written 
into the charter? 

Ms. Hanley. We don’t have a county charter. It is the act of the 
board and we believe that our rating agencies think it is very im- 
portant that we do that. 

Mr. Horn. So if the board changed it, obviously that might well 
affect your rating? 

Ms. Hanley. Certainly, as well as the rating agencies look for us 
having some kind of annual capital expenditure within our annual 
budget. 

Mr. Leidinger. If I may, while the 10 percent limit on debt serv- 
ice, 10 percent of general disbursements is self-imposed, I don’t 
think the rating agencies would really care if it was 8 percent or 
9 or 11 or 12 or 10 so long as it was agreed upon locally and you 
were consistent with what you did over time. 

Mr. Horn. I just ask Mr. McMahon, is the city university of New 
York budget in your budget, or is that a separate budget? 

Mr. McMahon. No. The city xmiversity budget shows up as part 
of our budget. 

Mr. Horn. They would have that kind of problem I described. If 
you had cutbacks, shiny buildings are going up, while the faculty 
is being laid off, how much of a problem is that? 

Mr. McMahon. It is a significant problem because New York is 
now facing the same situation that you pointed to in California 
where, because of tremendous pressures on its budget, it has to cut 
back on a whole host of areas, including employees in the city uni- 
versity and there are facilities that exist that will have to be 
closed. 

The same situation exists in the Health and Hospitals Corp. in 
the city of New York where we have created a massive structure 
now with cutbacks and entitlements in a whole host of areas, that 
significant downsizing will be needed. 

It is a significant problem. I don’t know what the answer is. It 
is probably something that requires — vou know, that is — reflects a 
certain lack of planning or a lack of thought, but going back years 
ago, there were assumptions that people relied on, erroneously 
now, but I don’t know what the easy answer is. 

Mr. Horn. Well, the answer is obviously one thing: That you 
have to educate your constituency, both your employees and the 
taxpayers that provide the funds that we are talking about, that 
two different methods of funding that just happened to come along 
at different times. 

Representative Maloney, do you have some more questions? Any- 
body on this side have questions? 

Mr. Davis. If I could just ask one other question? 

Mr. Horn. The gentleman from Virginia. 

Mr. Davis. Basically, as I understand it, to follow up on two 
questions that the chairman had raised 

Mr. Horn. Please. 
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Mr. Davis [continuing]. That your capital budget is, to a large ex- 
tent, driven by the fact that 10 percent in Fairfax, or whatever it 
is in New York, you have a certain amount you are budgeting to 
capital expenditures through your debt service and that, to a large 
extent, drives your capital budget. You may have some other oper- 
ating budget revenues you could put into capital, and that is, I take 
it, a good financial control. 

Ms. Hanley. Yes. 

Mr. McMahon. Yes. I mean, our limitation is 10 percent of the 
average of assessed property over the prior 5 years, and another 
thing that is driving it in New York Citv, as I imagine in many 
of the older cities in this country, is the deterioration of the infra- 
structure. Our water system is well over 100 years old. The transit 
system is almost 100 years old and these are all needs that require 
attention because if you don’t make that investment, it will cost 
you more in the long run. 

Mr. Davis. The other followup is that when the revenues go 
down, as the chairman said, you can be left with empty buildings 
if you don’t project out ahead of time. Has it been your experience, 
as revenues go down, you can go into capital like roads and bridges 
that don’t take people and operating expense and would move in 
that direction as opposed to libraries and schools which may be 
more intense, and if there is any comment on that? 

Ms. Hanley. You can if you don’t have specific authorization in 
a bond, certainly. I mean, if you have the flexibility to do those 
things that don’t require that much operating. 

Mr. Davis. My next question is, I take it both of you are 
overauthorized, you have plenty of authorization out there and 
then you can only spend down a certain amount a year? 

Ms. Hanley. I never like to think of myself as being 
overauthorized, but I guess, yes. 

Mr, Davis. How about in New York? 

Mr. McMahon. New York is now bumping up against the State 
constitutional limit on the amount of debt that it can have issued, 
and the reason being that there has been a simiificant drop-off in 
the value of property in the city of New York, and some people 
argue that is cyclical and it will come back up, but it is a problem 
that we are addressing right now by scaling back our capital. 

Mr. Davis. Fairfax has to have a bond issue for a specific project. 
To borrow, you need to get the permission of the voters. Does New 
York City have that? Cities in Virginia don’t have that to the same 
extent. 

Mr. McMahon. No. It is not — there is no voter approval required 
for the city of New York general obligation debt issuance. It is es- 
sentially approved by the council as part of the annual 

Mr. Davis. So you wouldn’t have an authorization problem. I 
guess in Virginia, you would have to be authorized by the voters 
and then you would spend it down to the extent your budget allows 
you to. Ms. Hanley? 

Ms. Hanley. Yes, unless you are a city or unless you have some 
kind of authority or revenue bond situation where you had the rev- 
enue stream identified. 

Mr. Davis. Like for waste water treatment or burning trash? 

Ms. Hanley. Water authority, Metro garages at Vienna. 
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Mr. Davis. You have the revenue stream. Thank you. 

Mr. McMahon. And I should point out, the State of New York 
is different in this case because there, in order to issue debt, you 
need the authorization of the voters. And what Governor Rocke- 
feller did was, he also found creative ways to create authorities 
that were off budget that got around that mechanism and utilized 
it to create a number of things that are very attractive in New 
York but also very expensive. 

Mr. Davis. Thank you. 

Mr. Horn. I thank each of you very much. We have delayed the 
Virginia contingent long enough to get caught in the rush hour 
traffic and feel uie problems of modem urban capital projects. 

Mr. Davis. HOV-2 now, though. They are OK. 

Mr. Horn. We do thank you for coming. And Mr. McMahon, we 
deeply appreciate you coming down from New York and sharing 
your experience with us. It is very important. So thank you all. 

And if the last panel will come forward, I would appreciate it. In 
the meantime, I ask consent that the working papers provided by 
Mr. Brasher and Ms. Young of the majority staff having to do with 
the California lemslative analysts’ definitions of the terms we are 
discussing, and the excerpts from the California State Administra- 
tive Manual and the work of the National Association of State 
Budget Officers entitled, “Capital Budgeting in the States, Path to 
Success,” as well as an article in Government Finance Review, “Op- 
erating Capital Budget Reform in Minnesota, Managing Public Fi- 
nances Like for Future Matters,” be included at the conclusion of 
today’s hearings as part of the hearing record. 

Hearing no objection, that is so ordered. 

Please be seated. Our first speaker will be Mr. Ted Sheridan, the 
former Chief Financial Officer of Fairchild. Thank you very much 
for coming. 

STATEMENTS OF TED SHERTOAN, PRESIDENT, SHERIDAN 

MANAGEMENT CORP., ON BEHALF OF FINANCIAL EXECU- 
TIVES INSTITUTE; AND DAVID CHU, FELLOW, NATIONAL 

ACADEMY OF PUBLIC ADMINISTRATION, SENIOR FELLOW, 

RAND CORP. 

Mr. Sheridan. Good afternoon, I am Ted Sheridan, president, 
Sheridan Management Corp. and I am a member of the Financial 
Executives Institute, Committee on Government Liaison. FEI is a 
professional association of 14,000 chief financial officers, treasur- 
ers, and controllers from some 8,000 major corporations throughout 
the United States and Canada. The committee on government liai- 
son formulates positions on economic and regulatory issues of con- 
cern to American business. 

Mr. Chairman, we appreciate the opportunity to present the 
views of FEI before the subcommittee and are always willing to 
provide our technical assistance to you, the ranking member, and 
your representative staffs. And I was very pleased to see that 
Chairman Clinger was here and I have a copy of H.R. 767, which 
I had not seen before and it appears that is quite germane to these 
processes. I have read his prior submissions in earlier Congresses. 

As to why I am here, I have been a member of this committee 
of FEI for virtually its entire existence, and the last time I was 
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here, I testified before then-former Chairman Conyers on the CFO 
Act. I have been involved with various things with GAO, 0MB, and 
Treasury, and worked for the late Malcolm Baldrige in some proc- 
esses here and others. 

In addition to being CEFO of Fairchild Industries, I also held a 
similar position with AMF for 12 years and I have been involved 
with this matter in a variety of other contexts, including part of the 
faculty at Columbia University, where I held a seminar on this 
matter. 

The issue is why capital budgeting and why the private sector 
over the last 15 years has gone through a wrenching process of 
reengineering and downsizing and virtually every business has had 
to reassess its mission, its priorities, and the ability to deliver a re- 
quired level of goods and services at lower cost and with greater 
efficiency. 

Those of us in the corporate financial community know how criti- 
cal and painful this process can be. We had to do it because of the 
official laws of survival in the global marketplace. In this current 
environment of multibillion dollars deficits, we strongly recommend 
that the Federal Government emulate wherever possible the pri- 
vate sector experience. 

Central to private sector reengineering has been employment of 
a highly disciplined mission definition and capital allocation proc- 
ess conducted on prescribed cycle schedules. Pivotal to this is the 
commitment to long-term fixed assets which will drive much of the 
operating budgets of future years. 

The importance of capital budgeting in the private sector cannot 
be overemphasized. Capital budgets force companies to develop 
long-term strategies on how to most efficiently accomplish the busi- 
ness objectives and link costs to the fulfillment of that mission. By 
doing so, it subjects the process to serious analysis for setting pri- 
orities and allocating scarce resources. 

Given the impact on long-term mission accomplishment and the 
financial commitments embodied in the capital budget, it’s impera- 
tive that it be analyzed, approved, and accounted for in a process 
totally separate from that for current operations. To lump them to- 
gether as is currently done in the Federal unified budget is to ob- 
scure and to frustrate the role it should play. 

It must be understood that the presentations accompanying the 
Federal budgets that break out capital appropriations for fixed as- 
sets and other investments are done after the fact and are not sep- 
arately considered in the decisionmaking process. Doing so makes 
it virtually impossible to adopt the disciplined approach of the pri- 
vate sector to mission definition and capital allocation. 

Capital budgeting forces companies to develop a long-term strate- 

S ic plan, usu^ly 5 years, to fulfill stated goals and objectives. In 
eveloping the strategic plan, companies first determine what their 
capital asset requirement needs will be to accomplish the mission. 
Once completed, the costs to fund the capital assets will be cal- 
culated. 

Determining the ability to fund capital projects requires compa- 
nies to prioritize projects in order to accomplish the stated objec- 
tives and best fulfill the overall mission within funding constraints. 
In the private sector, analysis using investment criteria such as 
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positive net present value are employed to determine the relative 
value of completing — competing projects and to make the critical 
priority decisions. 

Once this process is complete and the decision to move ahead 
with capital investment is made, a system must be put in place 
that periodically tracks the progress of investments to ensure that 
the project is meeting its stated objectives. 

In the private sector, the financial reporting system is used to 
monitor the progress of such capital budgets produced on a month- 
ly, quarterly, and annual basis. Safeguards such as periodic audits 
are performed regularly to ensure accuracy of the financial report- 
ing system and accomplishment of objectives. In condensed 
form 

Mr. Horn. Let me say that we are going to be running short of 
time. We do put your whole statement in the record. You don’t 
have to read it, so feel free to just summarize. 

Mr. Sheridan. Right. The point that I was trying to make and 
why I would like to finish this very last thought is in a condensed 
form, these reports are reviewed by board of directors to evaluate 
the effectiveness of the strategic plan and the underlying capital 
investments. 

The board of directors uses this information as the basis for ap- 
proving the strategic plan for the ensuing 5 years, where the cycle 
begins again. We would propose such a process, we, FEI, and this 
review and approval will be done at the Federal level by the Con- 
gress through an oversight committee such as this one. 

So we are tiying to bring into the cycle an approval process that 
is very much like the very successful one used within the corporate 
environment and we feel that this committee is one that could have 
that oversight under your new charter. 

Thank you, I would be pleased to address any questions. 

Mr. Horn. Well, I see that you have advocated here a pilot pro- 
gpfam so why don’t you just summarize the idea there. 

Mr. Sheridan. Well, I spent half an hour with your colleague 
Chris Shays before this meeting trying to explain these thoughts 
in less time than you allotted to me, because that’s Chris’ way and 
it became clear to me that the enormity of the subject matter, the 
complexity of the definitions and the means to address it were so, 
so huge that in our view we would do what we would do in the pri- 
vate sector, is to find relative projects oh which we could try out 
these notions in such a way that they could be given under-the-mi- 
croscope scrutiny by this committee and others. And we would pro- 
pose to do that in three areas that we think are relevant within 
a very narrow definition of assets in the capital budget. 

[The prepared statement of Mr. Sheridan follows:] 

Prepared Statement of Ted Sheridan, President, Sheridan Management 
C oRP., ON Behalf of Financial Executives Institute 

Good afternoon, my name is Ted Sheridan. I am President of Sheridan Manage- 
ment Corporation and a member of Financial Executives Institute’s (FBI) Commit- 
tee on Government Liaison. FBI is a professional association of 14,000 chief finan- 
cial officers, treasurers, and controllers from some 8,000 major corporations 
throughout the United States and Canada. The Committee on Government Liaison 
formulates positions on economic and regulatory issues of concern to American busi- 
nesses. 
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Mr. Chairman, we appreciate the opportunity to present the views of FBI before 
this subcommittee and are always willing to provide our technical assistance to you, 
the Ranking Member Carolyn Maloney and your respective staffs. 

Why Capital Budgeting 

Over the past 15 years, the private sector has gone through a wrenching process 
of re-engineering and downsizing. Virtually every business has had to reassess its 
mission, priorities, and the ability to deliver a required level of goods and services 
at a lower cost and with greater efficiency. Those of us in the coimorate financial 
community know how critical and painful this process can be. We had to do it be- 
cause of the efficient laws of survival in the global marketplace. In this current en- 
vironment of multi-billion dollar deficits, we strongly recommend that the Federal 
government emulate the private sector experience. 

Central to private sector re-engineering has been employment of a highly dis- 
ciplined mission definition and capital allocation process conducted on a prescribed 
cycle schedule. Pivotal to this is the commitment to long term fixed assets which 
will drive much of the operating budgets of future years. 

The importance of capital budgeting in the private sector cannot be overempha- 
sized. Capital budgeting forces companies to develop long term strategies on how 
most efficiently to accomplish their business objectives and to link cost to the fulfill- 
ment of that mission. By doing so, it subjects the process to serious analysis for set- 
ting priorities and allocating scarce resources. 

Given the impact on long term mission accomplishment and the financial commit- 
ments embodied in the capital budget it is imperative that it be analyzed, approved 
and accounted for in a process totally separate from that for current operation. To 
lump them together as is currently done in the Federal unified budget is to obscure 
and frustrate the role it should play. 

It must be understood that the presentations accompanying the approved Federal 
budgets that break out capital appropriations for fixed assets and other “invest- 
ments” are done after the fact and are not separately considered in the decision 
making process. Doing so makes it virtually impossible to adopt the disciplined ap- 
proach of the private sector to mission definition and capital allocation. 

The Mission Definition & Capital Allocation Cycle 

Capital budgeting forces companies to develcm a long-term (usually 5 years) stra- 
tegic plan to fulfill stated goals and ob^jectives. In developing the strategic plan, com- 
panies first determine what their capital asset requirement needs will be to accom- 
plish the mission. Once completed, the costs to fund the capital assets will be cal- 
culated. 

Determining the ability to fund capital projects requires companies to prioritize 
projects in order to accomplish the stated objectives and best fulfill the overall mis- 
sion within funding constraints. In the private sector, analysis using investment cri- 
teria such as a positive net present value are employed to determine the relative 
value of competing projects and to make the critical priority decisions. 

Once this process is complete and the decision to move ahead with the capital in- 
vestment is made, a system must be put in place that periodically tracks the 
progress of the investment to ensure that the project is meeting its stated objectives. 

In the private sector, the financial repoiiting system is used to momtor the 
progress of such capital projects — produced on a monthly, quarterly, and annual 
basis. Safeguards such as periodic audits are performed regularly to ensure accuracy 
of the financial reporting system and accomplishment of objectives. 

In condensed form these reports are then reviewed by a board of directors to 
evaluate the elTectiveness of the strategic plan and the underlying capital invest- 
ments. The board of directors use this information as the basis for approving the 
strategic plan for the ensuing five years, where the cycle begins again. 

If the process is adopted as FBI proposes, this review and approval would be done 
at the federal level by Congress through oversight committees such as this one. 

Definition of Capital Assets 

Within the Mission Definition and Capital Allocation process, decisions must be 
made on the present and future deployment of various categories of capital invest- 
ment which support mission accomplishment. 

To embrace all of the definition of investment applied to all federal programs 
within the current conceptual framework would obviously overwhelm the effort. FBI 
has chosen to narrow the definition initially to tangible fixed assets and to address 
a limited number of program types. This would include; 

• Defense system procurement, 

• Buildings, equipment and information systems to support agency operations, 
and 
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• Government-owned infrastructure projects 
We would not include such items as: 

• Intangible assets 

• Grants to state and local governments 

• Revolving funds 

• R & D, education and training 

• Human Resources 

• Social Investment 

FEI Recommendations for a Pilot Program 

Because of the long term commitments created by the capital budgeting process 
for fixed assets, it is essential that it be analyzed and justified in a process separate 
from that used for other forms of federal investment, current operating expenses 
and discretionary spending. 

However, moving to capita] budgeting does raise some additional issues. These in- 
clude violating existing policy and law concerning the appropriation process, the in- 
clusion of depreciation in operating budgets, employment of deficit nnancing of in- 
vestments and possible abuses such as deflecting costs between operating and cap- 
ital accounts! 

While recomizing these concerns, FEI believes that it is possible to create a sys- 
tem that would deal effectively with each of these issues. To that end, FEI proposes 
a pilot program to test the applicability of these systems to discrete federal pro- 
grams that are representative of three classes of fixed asset investment: 

— A weapons system procurement such as the FA 18 E/F 

— ■ An information system acquisition such as FTS 2000, and 

— A government owned infrastructure project such as power generation 

Each project would create and implement a Mission Definition and Capital Alloca- 
tion program. It would then establish a proposed fixed asset Capital Budget distinct 
from other investment and spending for the associated department or agency. Fol- 
lowing that it would integrate the fixed asset expenditures budget with other appro- 
priate investment and spending relevant to the program. A financial management 
and control system would be devised with an accompanying reporting and auditing 
program to be presented to this Subcommittee for oversi At approval. 

Systems and procedures would be devised and tested to prove their efficacy and 
their ability to satisfy the concerns expressed by observers. Each of the three pro- 
grams would then be evaluated for possible broader application and, hopefully, even- 
tual adoption as modified and improved for general use in the Federal budget proc- 
ess. 

Conclusion 

Mr. Chairman, budget decisions made today have long-term ramifications for the 
health of the nation’s economy. In this environment of sustained budget deficits, 
making informed budget decisions are more important than ever. That is where co- 
ital budgeting can play a vital role. Capital budgets would be an important tool for 
Congress and the President to have at their disposal as they work toward a more 
efficiently run government. 

To that end, FEI has worked for over 15 years promoting the need for improved 
financial management practices in the Federal government. Four years have passed 
since the passage of the Chief Financial Officers Act of 1990. Much has been accom- 
plished, but much remains to be done. We believe the 104th Congress provides some 
unique opportunities to significantly strengthen the CFO Act. Tne time is right to 
get the Federal government's fiscal house in order, and we stand ready to assist you 
and this Subcommittee to accomplish these long overdue objectives. 

Mr Chairman, thank you for this opportunity to appear "before the Subcommittee 
this afternoon. I would be pleased to answer any questions. 

Mr. Horn. That is very interesting. You note a weapon system 
procurement such as FA-18EVF could be included. I suspect that 
would get shot down as people say, “my heavens, they will hide the 
whole defense budget in here.” An information system acquisition 
such as FTS 2000, which we will be holding a hearing on, would 
be very appropriate to include as would a government-owned infra- 
structure project such as power generation. 

So what you are saying is tAe some gigantic project that has 
long-term viability similar to the private sector and try to apply 
these basic principles. 
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Mr. SHERroAN. Well, Mr. Chairman, I only suggested the FA-18 
because the empennage is built in southern California but that was 
just a 

Mr. Horn. I don’t have any parochial interest so don’t worry 
about that. I just think the general principle of including weapons 
systems would bother me, frankly. Maybe I could be convinced dif- 
ferently, but I just think it is so liable to mischief by the executive 
branch that pretty soon we would have the capital budget equal to 
the operating budget. There is a constitutional provision on weap- 
ons anyhow that they need reappropriation every few years, which 
no other budget has. 

So this is immensely helpful. 

Let us ask Dr. Chu, now, a fellow of the National Academy of 
Public Administration and, I guess, still a fellow, at Rand? 

Mr. Chu. Yes, sir. 

Mr. Horn. We are most grateful for you coming. Again, your 
statement will go in the record. Please feel free to summarize it 
and then we will get to the questions the Members have. 

Mr. Chu. Thank you. I will summarize it briefly. Let me say it 
is a great pleasure to be here and to have a chance to offer testi- 
mony. I should stress that this is testimony based upon my service 
on a NAPA panel, although NAPA itself has not taken a position 
on these matters. My remarks should not be viewed as represent- 
ing NAPA’s institution, nor as representing the organization on 
whose staff I serve, Rand. 

Capital budgeting is obviously a critical issue, one that has long 
been with us, out one which you know has met considerable resist- 
ance over the years at the Federal level. A core conclusion of the 
panel on which I served was it was important to understand why 
this idea has not been adopted at the Federal level. In that regard, 
I believe that our deliberations identified five issues that are useful 
to consider. 

First of all, a question which has already been touched upon re- 
peatedly this afternoon, is the proposed scope of a Federal capital 
budget. Does it go so far at one extreme to embrace such invest- 
ments as ideas, which includes the product of research and devel- 
opment software data bases, et cetera, on which the Federal Gov- 
ernment expends considerable resources? 

Does it include human capital or is it limited to items of physical 
capital? 

And within the physical regime, are we talking principally about 
items that support private sector activities — roads, bridges, et 
cetera — or are we also encompassing items that support the gov- 
ernment production of services, whether those are health services, 
veteran’s services, postal services through the postal system, de- 
fense — the FA-18 example in Mr. Sheridan’s pilot list? Are we talk- 
ing simply about plant here, meaning buildings and their improve- 
ment, or are we embracing equipment, as well? 

The second major issue, in my judgment, is whether the method 
of financing the capital investment is important in deciding what 
we are talking about. Are we restricting the capital account to di- 
rectly financed items, through appropriations or borrowing? 

Do we include items that are financed through tax subsidies? 
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Do we include items that are financed through credit guarantees, 
or by government enterprises, which is important activity in the 
housing sector? 

Do we go so far to include items that are required as a result 
of Federal mandates of one sort or another? 

A third major issue, in my judgment, is the question of how we 
decide the aggregate level of capital investment for the Federal 
Government. Should it be mechanistically linked, as in the Fairfax 
County example, to a particular aggregate index like Federal reve- 
nues, or should it be determined in some other way, including a 
tradeoff of consumption versus investment? 

A fourth obvious issue, is how any decision about the aggregate 
level investment should be apportioned among the bodies in the 
Congress who would make decisions on its specific allocation and 
on specific projects. 

And a final issue, obviously, is the relationship of the capital 
budget to borrowing limits for the Federal Government as a whole. 

As I indicated in my opening comment, capital budgeting pre- 
sents a difficult but important challenge. If there were easy an- 
swers to this challenge, the capital budget idea would have been 
adopted at the Federal level years ago. The decisions associated 
with this challenge — with Federal investment — are obviously criti- 
cal to the country's future, and thus important to us all. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Chu follows:] 

Prepared Statement of David S.C. Chu, Fellow, National Academy of Public 

Administration 

Mr. Chairman and Members of the Subcommittee: 

My name is David Chu and I am pleased to testify this afternoon at your invita- 
tion on behalf of the National Academy of Public Administration (NAPA). The views 
expressed are my own and not those of the Academy as an institution. However, 
they are based on work by a NAPA panel on capital budgeting of which I was a 
member and associated staff research. The work was done at the request of the 
Corps of Engineers as part of a major project on the nation’s infrastructure strategy. 
One result of our work was to co-sponser a Capitol Hill Summit conference on Fed- 
eral Capital Budgeting with the Advisory Commission on Intergovernmental Rela- 
tions here in the Rayburn building in March of last year. 

As you know, the Academy is a Congressionally chartered organization which was 
formed more than twenty-seven years ago to improve governance and public man- 
agement. It has a membership of about 400 Academy Fellows who have spent their 
professional lives actively concerned with government and its problems. 

My purpose this afternoon is not to testify on particular legislation although we 
have seen Chairman dinger’s bill, H.R. 767, which is proposing a capital budget 
and an operating budget within a unified federal budget. Regardless of the specifics 
of that bill, whicn we look forward to studying further, it addresses a problem about 
which there is general agreement. How should the federal government budget for 
capital investments especially in periods of fiscal stringency? We believe this is, and 
should be, a major concern of the Congress and therefore a good choice for investiga- 
tion and review by this committee. 

As you all know, this is not a new subject. Almost 30 years ago, in October 1967, 
the President’s Commission on Budget Concepts stated that; 

The Commission finds little merit in proposals to exclude outlays for cap- 
ital goods from the total of budget expenditures that is used to compute the 
budget surplus or deficit. It strongly recommends against a capital budget 
in this sense. 

There has been consistent and strong opposition to a capital budget ever since, 
strong enough to prevent success of the persistent attempts to incorporate this con- 
cept into the federal budget process. 
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If this Committee and this Congress are to be successful in coming to grips with 
the capital budgeting problem, a thorough examination needs to be made of the 
roots of this opposition as well as the many — and there are many — good ailments 
for capital buageting. What I wish to do this afternoon is to outline some of the is- 
sues that need to be explored in that examination. 

Those that favor capital budgets make persuasive aiguments: 

• Many states and localities are using capital budgeting successfully. 

• The use of long range planning and cost benefit analysis which are important 
to capital investment decisions would be enhanced by a capital budget. 

• By clearly identifying expenditures associated with capital, a capital budget 
would discourage, or eliminate, borrowing for operating expenditures. 

Each of these arguments deserves consideration by of the Congress. 

In addition there are a number of more technical issues to be explored: 

What are the range and boundaries of capital budgeting? There is little (question 
that investment in research and development, and in education and training, are 
investments in the future of great importance to the nation. They are included as 
part of federal investment in the President’s budget. However, their inclusion in a 
capital budget would greatly enlarge its potential scope. 

It is possible to separate so-called hard capital investment into projects directly 
enhancmg the private sectors long-term productivity (such as roads, and water man- 
agement facilities) and those required to conduct government managed activities 
(such as veterans hospitals, postal facilities and federal courthouses and prisons). 
Would both groups of projects be included in a capital budget? 

To what extent would capital equipment programs be part of a capital budget? 
This includes both military equipment, and civilian equipment such as air traffic 
control hardware, and some that is in-between, such as the multi-billion dollar glob- 
al positioning system started to meet a military objective, but now with burgeoning 
civilian applications. 

Federal government financing of capital investment is not all through direct ap- 
propriations. The $75 billion sunsidy Ibr housing is funded through income tax de- 
ductions, so called “tax expenditures”. Also, there are multi-billion dollar loan and 
credit programs for housing delivered through federal departments, corporations, 
and government sponsored enterprises. While few would argue that these should be 
part of a capital budget, their role is harder to ignore when considering the role of 
the federal government in promoting federal investment in future infrastructure. 

Within the Congress, the adoption of a capital budget w mld pose a number of pro- 
cedural issues in the Congress. I will only mention a few: 

• How would decisions be made on the “appropriate” level of investment? 

• Would investment allocations be made to congressional committees and, if so, 
how? 

• Would trade-offs be allowed between discretionary spending for investment 
and mandatory programs that support consumption to permit Congress to shift 
resources from consumption to investment? 

Finally, the relationship of a capital budget to government borrowing needs to be 
determined. A popular viewpoint is that borrowing would be acceptable for capital 
investment, but not for operating prowams. This is the view of many states in their 
budget operations. At the moment, federal borrowing is determined by the cash flow 
needs of the Treasury, without reference to the type of program requiring the funds. 

Mr. Chairman, you are undertaking a major task and a difficult one. The concept 
of capital budgeting wouldn’t have been around for more than 30 years without final 
action if it were easy. But the stakes are high; deciding wisely the level and content 
of federal capital investment, in the face of many competing demands, is of great 
importance to the nation’s future. We at the Academy will follow your progress with 
great interest and stand ready to assist you wherever possible. 

Thank you for the opportunity to share our views on this important issue. 

Mr. Horn. We thank you, Dr. Chu. 

Representative Maloney. 

Mrs. Maloney. Well, I think a big issue is how do you define the 
capital budget. From the other panel, it is very clear on the local 
government, I guess we have been dealing with it so long, and ev- 
eryone agrees it is the bridges and the roads and most of the States 
and cities do. 

I would like to ask both of you where would you put defense? 

See, in the city and State government in which I served, we 
didn’t have defense and so it was not an area that I even thought 



about. But it seems to be such quickly changing technologies, not 
permanent items a lot of times. The minute we finish with the F- 
15, it is the F-16 and probably next year it will be the F-18. 

How do you feel about defense? Would you define that as a cap- 
ital budget item or an operation budget item? 

Mr. Chu. I should emphasize that this is my personal view, and 
obviously it is a bit biased because I served in the Department of 
Defense for a number of years. But in my judgment, many of the 
items — physical items acquired by defense — are the quintessence of 
capital items. They are long-lived. The Department for many years 
published a balance sheet, which included a valuation of the capital 
stock. 

There is an obvious problem that Mr. Horn identifies: the con- 
troversy associated with and the practical political issues entailed 
by treating some of these items as capital items. But in my judg- 
ment they clearly are, on the simple basis that they are long-lived: 
they provide services to the country over a long period of time. 

From the perspective of Mr. Clinger’s bill, if the reason — the 
principal reason — for capital budgeting is to assist planning, it is 
ultimately that planning function that such a budget presentation 
for defense would support. I am struck that especially at the cur- 
rent juncture in history, the sitting Secretary of Defense has sig- 
naled that he feels the investment portion of his budget is below 
the rate that in the steady state would be needed to sustain the 
structure of the forces the United States currently possesses. So it 
is a live issue in the planning context in that cabinet department, 
whether or not we show it as a capital budget item. 

Mrs. Maloney. Thank you. 

Mr. Sheridan. In that regard, and I concur with your thinking, 
we should remember that whether the asset — asset purchase or 
procurement process is motivated by dictates beyond tne realm of 
certain committees, that it should be understood that the $229 bil- 
lion capital expenditures for capital for the defense procurement 
are going to take the largest measure and I think they should be 
very carefully looked at, judged on their merits for their mission 
support, and be viewed as an important element. To somehow push 
them off the table, I think would defeat the purpose of budgetary 
process in the capital area. 

Mrs. Maloney. And Mr. Chu, you mentioned in areas that we 
would have to look at the degree to which you would be allowed 
to borrow. Again, it has been tried on State and city levels and 
they have certain principles that we heard, 10 percent debt service, 
but how would you see the limits on borrowing for the Federal Gov- 
ernment so that you keep some type of control? 

Mr. Chu. I think one of the principles that was identified has 
considerable merit, at least in the long run; whether you follow it 
from year to year is another matter. That is, the borrowing instru- 
ment used should not substantially exceed the life of the item that 
it supports, nor your ability during that period of time to repay the 
principal and carry the interest on the debt that is thereby in- 
curred. 

Now, the important linking element in all of this, which is 
touched upon in Mr. Clinger’s bill, of course, is the consumption 
charge. What will show up in the operating budget of the cabinet 
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agency will be the depreciation or the asset consumption charge 
every year, the drawdown, in some sense, of the life of the equip- 
ment. And that is another element, another balance that in my 
jud^ent would warrant your attention. 

If you are drawing — if you are consuming faster than you are in- 
vesting, that is a signal that over time — eventually — there will be 
nothing left in that particular capital stock. 

Mrs. Maloney. Do you care to comment? 

Mr. Sheridan. There is the notion that because the Federal Gov- 
ernment is a sovereign entity that it doesn’t have to go before the 
rating agencies and therefore some of the process of ^locating the 
liabilities to the asset side is not relevant. That is far from truth. 

The world capital markets are looking at us just as they use the 
benchmarks beneath the deutschemark and the yen and when we 
exceed, whether it is a percentage of benchmark of GDP or con- 
sumption or whatever, we are at peril that we are going to put our- 
selves in a position where our interest costs on this debt will ex- 
ceed that which it should be. And even though the rating agencies 
do not necessary give us a double B or a triple A, we should look 
at this in the same manner and take it with the same degree of 
seriousness as it if were a firm mandate. 

Mrs. Maloney. Thank you very much. I have no further ques- 
tions. 

Mr. Horn. You raised an interesting point. The State of Virginia, 
as I recall, prided itself in the twenties and the thirties as the debt- 
free State. Everything was pay as you go out of the taxes raised 
that year. Bonds were not floated. 

In the State of California, until this last election, the voters 
would almost always approve a bond authorization for higher edu- 
cation. They approved one for the University of California about 10 
years ago. This time the voters went right down the ballot and said 
no to practically evei 7 Statewide bond measure regardless of its bi- 
partisan or nonpartisan basis. Some had absolutely no opposition 
statement on the ballot, but it didn’t matter. The voters said 
enough is enough. We have a deficit, folks. We are not going to 
pass the bonds. 

Of course, the Federal Government doesn’t go to anybody in 
terms of an actual electorate for their bond authority. They would 
come to Congress. We finance it in a wide variety of ways com- 
pared to the States. I believe that in the States, usually the capital 
budget is primarily financed by bonds voted by the voters. Obvi- 
ously part of it can be paid out of the operations budget if the legis- 
lature so votes. 

But does that in your jud^ent pose any problems for how the 
Federal Government approaAes this? It is strictly a concessional 
decision at this point. We don’t ask the voters of America to au- 
thorize a capital project and retire it by bond. 

Mr. Sheridan. Well, the process is clearly more cumbersome, but 
the private sector knows when it is being crowded out of the finan- 
cial marketplace. It also knows that the benchmark that it pays for 
its money is predicated on that which the Treasury pays. And if 
the Treasury pays more, they pay more, whether it is 100 or 150 
basis points. 
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And they recognize that the impact on their own businesses and 
their own lives and their own ad(justable rate mortgages are at 
stake. We find that they have more difficulty turning down ballots 
and they fire only every 2 years, but I think that they will speak 
and have. 

Mr. Chu. The observation I would offer on this whole controversy 
is that, as is obvious to everybody, we are making these decisions 
now. We are making capital investment decisions now. But we 
aren’t making them — and I think this is the point really in Mr. 
Clinger’s bill — we aren’t making them in an organized way, think- 
ing about our choices in some strategic sense. We are also making 
borrowing decisions now. In essence, all the capital budget notion 
does — for all the economics that get attached to it — is insist that 
we try a more organized, more stratemc approach to capital invest- 
ments decisions. It doesn’t change the fact that we are already 
making them. 

Mr. Horn. Do you agree with Mr. Sheridan’s suggestion that 
some of the long-term weapons systems would qualify for a capital 
budget? 

Mr. Chu. Yes, sir. 

Mr. Horn. You served in the Pentagon? 

Mr. Chu. Yes, sir. 

Mr. Horn. What did you think objectively 

Mr. Chu. Yes, sir. 

Mr. Horn [continuing]. As to the criteria by which the Depart- 
ment of Defense picked and chose between competing projects of a 
5, 10, 15-year nature? I am familiar with the C-17. I think that 
has been in initiation stage, production stage, for 17 or 18 years 
at this point from the original design. 

How did you see that process working? Were there things that 
you as an expert in this area thought, “good heavens, why don’t 
they apply some common sense and use this as a criteria?” Or are 
there criterion to separate between these items? 

Mr. Chu. I think that the imposition of, or the requirement to 
submit a capital budget, would do the Department of Defense a 
great deal of good, because its present budgetary horizon is for- 
mally only 6 years into the future. There is a tenaency not to look 
beyond that, and a tendency, in fact, to try to push bills out to the 
end of that period — if you’re really clever, to the 7th year. 

And of course as you appreciate, typically it takes at least a year 
to build an airplane. It takes several years typically to build a large 
naval war ship. It takes more than 6 years to conceive, design, and 
develop a major weapons system, C-17 being an excellent case in 
point. 

One of the advantages, it seems to me, of a capital budget, is 
that it would compel the Department to deal with these issues on 
a long-term basis, including, ironically, having to think about the 
operating costs commitments it is making in the future by the cap- 
ital decisions that it is initiating today. 

In my judgment, it would be healthy for the Department. I don’t 
wish to pretend that it would necessarily be enthusiastically re- 
ceived as a notion within that Department, but I think it would 
bring a very useful, proper long-term perspective to the choices 
that it must always make. 
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Mr. Horn. Well, that is an excellent point that you have made, 
in my humble opinion, because, as you suggest, they put it right 
outside of where that line was and then they dump the cost on us 
later and say, “oh, well, you should have known what you were 
doing when you approved it.” 

Well, did we not have all of the information at the time and 
there is no question that we are misled by the Pentagon regardless 
of administrations, as far as I am concerned. That was just con- 
firmed on my recent walk to the Capitol with a person that is an 
expert in this area. 

Let me give you an example, the V-22, Osprey. It has been in 
development, production, experiment. One Secretary of Defense is 
for it. One cancels it. A few years later, another Secretary of De- 
fense wants to restore it. 

What do you do in a capital budget situation with that particular 
project? 

Mr. Chu. The first thing you do — and I think that the debate on 
this would have been substantially helped by a capital budget — is 
you pay attention to the extant stock of equipment that supports 
the mission, in this case principally the movement of marine forces 
from ship to shore. What I think that would have underscored for 
everyone, and thereby assisted the debate on this issue, is that the 
present stock is being drawn down very rapidly, much more rapidly 
than any replacement like the V-22 can possibly sustain. Had a 
capital account approach been taken, I think that would have given 
greater support to those in the Department who were worried 
about the immediate drawdown that was occurring. 

Now, I should acknowledge, Mr. Chairman, that I am highly bi- 
ased commenting on that specific issue, because I was one of tnose 
who advised the Secretary to cancel the program. 

Mr. Horn. Let me move to a domestic example, HUD, Housing 
and Urban Development. Its predecessor agency, I think, built Pru- 
itt Igo, a major public housing project in St. Louis. 

I don’t know if you remenmer, out a few years ago the evening 
news showed that whole project, I don’t know, 8, 10, 12 stories tall, 
being blown up by dynamite. It was so bad that nobody knew what 
to do with it. I remember that project because I was the vice chair- 
man of the U.S. Commission on Civil Rights. I held a hearing in 
St. Louis in 1970 and we saw that proiect. It was a disaster then. 
A decade or more went by before they blew it up. 

But I cite that because generally in capital projects there is some 
estimate of the useful life, as the point was made by you and ear- 
lier panels, in order to retire the bonds. You don’t issue bonds for 
a 20-year project that comes apart in 10 years. But if things be- 
come so bad that they do not last for the expected duration of the 
project? 

Now, how do we accommodate that in the capital budget idea if 
the bond authority is the basic way those are being funded? Does 
that become sort of a whimsical government to the bond holders or 
what? 

Mr. Chu. Of course, as you appreciate, Mr. Chairman, ultimately 
it is the full faith and credit of the United States that stands be- 
hind the bonds. I think this is an example of an unfortunate situa- 
tion where the capital asset vanishes prematurely, effectively rob- 
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bing the Federal Government of the base of Federal revenue or 
services that undergirds its commitment. 

In my own judgment, that sort of situation speaks to the inad- 
equacies of the program — limitation — and not necessarily to any 
flaw in the notion of a capital budget by itself. If systematically one 
flnds that the agency involved is overestimating the life of the as- 
sets, then that is something that the agency should be asked to cor- 
rect. And if it won’t, obviously the last — the last opportimity is the 
Congress imposing a correction on the agency’s deliberations. 

Mr. Horn. Yes. Mr. Sheridan. 

Mr. Sheridan. One might also include in the capital budget at 
the outset the notion of replacement and refurbishment require- 
ments in the future. It was clear that in that project and many 
that we see not too far from here that that was not allocated at 
the time and I think that was a shortcoming of the process. 

Mr. Horn. I think you are absolutely correct. California does ex- 
actly that with major capital outlays separated from minor capital 
outlay where you could go in, completely redo the building to adapt 
to modem computer systems, so forth, and take care of equipment 
replacement. 

Governor Reagan personally ordered that change made because 
until he became Governor, the mle in California was you got your 
scientific equipment with the initial building but there was no 
funding formula to ever replace that equipment. So I remember my 
planning dean came in to me the first few months when I was 
president. He said, “I have a great idea.” He said, “Let’s split this 
campus in two. It would only mean we would need another presi- 
dent, and we could double our formulas and go back and get all the 
new equipment and everything else that we need that didn’t come 
with the buildings.” 

And it was just crazy, that type of bureaucratic system. That was 
pointed out to the Governor. He laughed and said, “This is the 
stupidest thing I ever heard of,” and the Department of Finance fi- 
nally changed it, but we still have some crazy anomalies. 

Let me yield to the gentleman from Illinois, Mr. Flanagan. 

Mr. Flanagan. Thank you, Mr. Chairman. Thank you, gentle- 
men, for coming. 

Mr. Sheridan, I was very interested as you were talking about 
capital budgeting in the private sector. And it all seems to be objec- 
tive oriented. We have a direction that we are going. We know 
where we want to be in a certain amount of time. We will budget 
accordingly and we will get there by allocating resources to make 
that happen and making sure that we have operating expenses to 
cover as we go along. 

Would the government could work that way. There is an enor- 
mous fluidity with change of administration, with change of parties 
as the payers of bills come in and the payers of bills go and the 
level of priorities, the level of objectives changes enormously 
through that time. 

How does in a business context, for instance, a part of the apoca- 
lyptic problem of stock crashing, divisions being sold off and other 
really horrible things happening in business \^en you have such 
a change whether externally or internally imposed, in the context 
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of a capital budget, the fluidity and objectives and how does that 
play in or out? 

Mr. Sheridan. Well, in an honest setting, the objectives, the mis- 
sion statement is clearly recited at the outset and unless there is 
a reason to change that mission statement, it continues with the 
asset for its life. And during that period of time, should the mission 
be diminished, the life either physically or effectively be reduced, 
then the value of that asset is contracted. I would submit that un- 
less there is some reason within the political process that the objec- 
tives for the assets change that they would be still valid. 

That is not to say that there would not be changes in mission 
and changes in objectives over time, but if they are clearly enun- 
ciated at the outset and are clearly put forward with the appropria- 
tion and with the ongoing requirements, that is one way that you 
can go back and track and say do we need this asset and is it justi- 
fied in its current life. 

Mr. Flanagan. Maybe if I give you a “for instance,” I can explain 
this a little better. 

We started I guess about 20 years ago now and will go on until 
I am old and gray and my children are old and gray digging some- 
thing in Chicago called the deep tunnel. It is an enormous and 
wonderful hole in the ground that employs lots of local folks and 
costs the Federal Government of the United States bazillions annu- 
ally. The efficacy for that originally was to take storm water from 
the Chicago area and help out the sewage system. The underlying 
need for it, it was a wonderful experiment in actually having an 
unstated role of being shelters in the event of perhaps a nuclear 
holocaust. 

Our objectives have changed there. Chicago is no longer deeply 
worried about that, but yet the problem goes on because of the in- 
ertia it has built up on its own. That would be certainly familiar 
under the rubric of a capital expenditure, this sort of project, I 
would imagine, by whatever definition and qualifications by the ex- 
cellent question raised by Mr. Chu. 

If we had such a capital budget in here and we have had a fluid- 
ity in objectives, we have a different mission, yet we have an enor- 
mous expenditure in this already and, not to mention, an oper- 
ational cost that is quite high as well, how would business in its 
experience deal with this problem? 

Mr. Sheridan. Well, they shut down the Edsel plant and if the 
product does not sell and if it has no useful means, those assets 
in the future appropriations and expenditures would be diverted to 
some other project. It would be written off and you would start 
with a new slate. That may be more difficult to do within a politi- 
cal environment, but that’s what we’d do. 

Mr. Flanagan. Thank you. I yield back, Mr. Chairman. 

Mr. Horn. Thank you. The gentleman from New Hampshire, Mr. 
Bass. 

Mr. Bass. Thank you very much, Mr. Chairman. 

A question for you, Mr. Chu. In your testimony you mentioned 
on page 2 that a thorough examination needs to be made of the 
roots of this opposition, meaning opposition to capital budget. 
Could you just briefly list what the roots of this opposition are? 
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Mr. Chu. I think, as people here are well aware, the executive 
branch, particularly the Office of Management and Budget, has not 
been enthused about this concept. It has come up repeatedly over 
the last several decades. And notwithstanding its widespread use 
at the State and local level, it’s been something that the Federal 
Government, at least on the executive branch side, has consistently 
rejected. 

In my own judgment, a principal element in the opposition to the 
idea is the fear that the chairman mentioned; that people would 
improperly hide, or attempt to solicit support, for operating costs 
as a capital item. And that, I think, is one of the reasons that the 
nonphysical investments are so controversial, even if they clearly 
are long-lived and have an enduring contribution to the productive 
enterprise of the Nation. 

Mr. Bass. Who does the Federal Government borrow from and 
what is the difference between borrowing for a capital budget and 
borrowing to balance the operating budget? 

Mr. Chu. Well, the Federal Government, of course, as you know, 
sir, ultimately borrows from two sources: either from our own citi- 
zens or from citizens or organizations abroad, setting aside the out- 
right printing of money by the Federal Reserve as a solution to fi- 
nancing the Federal deficit. 

Those two sources have different implications for the future eco- 
nomic life of the country. Ultimately, as an economic matter, what 
counts is the level of Federal borrowing and the implications of the 
Federal Government consistently running excess of expenditures 
over revenues. 

Mr. Bass. This is my last question. Has anybody ever considered 
the establishment within a capital budget network of an authority 
or this committee in oversight capacity or whatever for leasing ver- 
sus purchasing and setting limits on leasing, so that when we con- 
tract to build buildings that don’t work or to purchase aircraft that 
are obsolete before they even get finished or never tested and so 
forth, have either of you two gentlemen given any thought to this 
as a mechanism whereby we could provide more flexibility, less 
risk, and so forth and so on? 

Mr. Sheridan. Well, in most cases, a lease versus buy for a high- 
ly creditworthy entity, the lease will not win simply because you 
have to pay somebody else to rent their money. There may be some 
cases where operating leases would have some merit for particular 
reasons given the obsolescence, such as computer within a certain 
period of time, but if it is purely a cost-of-monev question, it is 
hard to get a better credit rating than the United States and hence 
you would be paying more to have the same asset utilized. 

Mr. Chu. As I observe this, there have been two principal issues 
in the use of leases by the Federal Government. One is the one 
that Mr. Sheridan mentions; can you do better in some financial 
sense by leasing versus buying? At one point, when agencies didn’t 
have to discount the leases completely up front with the Federal 
Financing Bank, it was an end run around Federal budgetary limi- 
tations. That loophole has been largely closed. 

The other issue is a little different, and it revolves around the 
question of using the lease as a way of involving the private sector 
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in the provision of a service that the Federal Government would 
otherwise have to provide itself. 

Examples include the provision of family housing at Fort Drum, 
New York, in the Department of Defense, which the Army did wish 
to undertake on a leasing basis for exactly that reason. The belief 
was if a lease arrangement — a veiw long-term lease: 20, 30 years — 
could be negotiated, then you could have a private sector provider 
of the housing services, yet with a substantial amount of govern- 
ment control, providing a more efficient and less expensive alter- 
native. 

As you know, there have been statutory prohibitions, originating 
in predecessor versions of this committee, that have precluded the 
Federal Government from leasing certain items. One of the benefits 
of leasing is avoiding technological lock-in when you acquire some- 
thing — computers specifically — whose technological life is much 
shorter than you would prefer. 

Mr. Bass. Thank you very much, Mr. Chairman. 

Mr. Horn. Thank you, Mr. Bass. 

Let me ask one last question and then we will adjourn. On this 
leasing and owning situation, it seems to me one of the basic deci- 
sions you face relates to the pace of modem technology. 

You have a certain expected life on the bricks and mortar, but 
in terms of those essential basic communication materials that 
come within — the computer system, the telecommunications switch, 
whatever — their life is increasingly shorter in terms of 5 years ver- 
sus 20 or 30 or 40 where you might amortize the bricks and mor- 
tar. 

Should those items be simply separated out and not put in the 
capital budget and put more in the operational budget so vou 
would have maybe 95 percent of the project in the capital budget 
but 5 percent of that basic building would be in the operational 
budget? 

Mr. Sheridan. Well, in the private sector, you try to have your 
short-lived assets expensed if you possibly can, but, of course, there 
is an income tax motive for that. I think what you can do is take 
the present value of that asset on a lease basis and put that in 
your capital budget, but reflect it is going to be a very fast take- 
down asset and reflect that fact in your operating budget in some- 
thing akin to a depreciation account, without raising that particu- 
lar issue which can keep us here for a longer time. 

Mr. Horn. Any comment on that? 

Mr. Chu. I would agree with the point Mr. Sheridan makes, 
which is I would not exclude short-lived assets from the capital 
budget. But I think you have to be realistic about what the life 
really is going to be. I think you have to be willing, for a capital 
budget to ne useful for planning purposes, to revise estimated lives. 

Let’s go back to your housing project example. If it turns out the 
life is only 10 years, not 30, you need to be honest in that capital 
budget and suddenly show large current consumption charges that 
reflect the fact its life is coming to an end. And for computers, the 
life might be only 2 years. 

Mr. Horn. Right. They are often obsolete the day you buy them 
after the long purchasing process. I was thinking when we talked 
about the 15 to 20 year weapons systems, from design to produc- 
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tion to implementation and operation, I often wonder and say how 
does this ever work? Because when you think where we started the 
second world war, and granted that we had designs that were com- 
ing up in the late 30’s, but how did anything ever get built? When 
you think about what we did in production, it is simply amazing. 
The productive capacity of this Nation was completely focused on 
war production and winning the war. 

Do you have any wisdom on that? Are we now taking too long 
on some of these long-term efforts? 

Mr. Chu. Maybe we’re taking too long, although I am not per- 
suaded that we are actually taking much longer than we ever did. 
One interesting datum; Of ship designs preferred by the U.S. Navy 
in World War II, of those ships of such designs whose keels were 
laid down after Pearl Harbor, not a single one was delivered before 
VJ Day. So we basically fought the war either with ships that we 
started producing before the war or with emergency designs — jeep 
carriers, destroyer escorts, et cetera — the industrial aircraft, I 
would acknowledge — that we conceived during the course of con- 
flict. 

Mr. Horn. Yet merchant ships were built one per day at one 
point. 

Mr. Chu. Right, but of a standardized design, not to, “normal 
military specifications.” 

Mr. Horn. Does that have anything to do with the differences be- 
tween the private sector deciding on a design and the public sector 
deciding on a design? 

Mr. Chu. Some of it does. But some of it also reflects the fact 
that the military sector, particularly in the cold war period, was 
constantly trying to push the edges of technology to gain an advan- 
tage over its opponent. Whether it is an airplane or it is the Taurus 
sedan, the history of technologically ambitious projects is they take 
a long time. 

Mr. Sheridan. It is worthy of note, however, that even though 
we have the C-17 and some other issues, the C-5 in a prior era, 
there have been — there has been the ability to prolong the life of 
certain fixed assets. Air frames that are aerodynamically exactly 
the same as they were in the 50’s are still flying today. By upgrad- 
ing the mission requirements based on technology, the changes in 
F-11 from an earlier era to something that has a totally different 
mission. So it is possible with careful work to take a long-lived 
asset and give it as a cap many more lives. 

Mr. Horn. There is no question that is true. C-17 is expected to 
go into 2020, maybe even for my 100th birthday in 2031. I am hop- 
ing the C-17 will last that long and we will have 240 or so by that 
time. 

But are there any other questions? 

Mrs. Maloney. If I could, Mr. Chairman, ask one question on de- 
preciation. The Clinger bill has a depreciation in it and he refers 
to it as the asset consumption charge which is to be financed by 
the appropriations in the operating budget, allows for depreciation 
to be based on either historical cost or replacement cost or current 
value. 
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I would like both of you to comment on your views on deprecia- 
tion. Also, with the demise of the Soviet Union would that reduce 
the defense assets in value if we are to use depreciation? 

Mr. Sheridan. Depreciation is really an accounting term and it 
is basically an effort in the private sector to link the profit motives 
to allocate cost to the same time you are receiving revenue. And, 
therefore, it is important when you are trying to do, as the FASAB 
is doing, which is to create commonality with the private sector to 
accounting measures that are at least comparable. And to that end, 
they should be applauded. 

That should be differentiated from the investment process which 
is purely cash on cash, at least it is in — so that in the private sec- 
tor you take account of depreciation, but then you add it back to 
the process. Depreciation is a meaningful proxy for a diminished 
life because the other attribute in the accounting sense is that you 
don’t want to carry an asset on your books and then 1 day junk 
it and have an abrupt kind of spike. 

So it has — it has a purpose, but to use depreciation within an op- 
erating budget absent real world cash constraints, which would be 
to look at perhaps pairing it with a liability I think is fraught with 
some dangers, but it conceptually is not an inappropriate thing. 

Mrs. Maloney. Mr. Chu. 

Mr. Chu. I would argue it is a particularly important concept if 
you are going to apply capital budgets to any agency like Defense, 
which has an operating focus, because without it there will be a 
tendency to ignore the rate at which you are actually drawing 
down your assets. 

Now, I grant that physically the asset doesn’t disappear 10 per- 
cent every year, but it signals to you the fact that now there are 
9 years left until it dies or 8 years left, et cetera. And it gives you 
some sense of the renewal level that you have to maintain in order 
to provide for the future. It is a si^aling device. There has to be 
a thoughtful accounting way of lining it up with actual cash ex- 
penditures, which are a different matter. But its signaling value as 
a planning tool I think is very significant for a number of Federal 
agencies. 

Mr. Sheridan. You raised a second issue and that is the valu- 
ation of certain assets, whether they be intan^bles of human re- 
sources or the value of a weapon system. I think if one examines 
the mission of the weapons system and it no longer has value, it 
should go off whatever balance sheet, whether it be one that it kept 
within a service to say do we have mission support, it should be 
taken off because it no longer has value. But attributing that value 
and putting it on a balance sheet for purposes of financial state- 
ments, that is a very, very difficult area and one that is sort of a 
trap for anybody that is an adherent of it. 

Mrs. Maloney. Thank you. 

Mr. Horn. Thank you, Mrs. Maloney. 

Any further questions? 

If not, let me thank Mrs. Maloney for arranging the witness from 
New York City; Mr. Davis for arranging the witnesses from Fairfax 
County. Mr. Brasher and Ms. Young of the majority staff for their 
finp work in nrpnnrat.inn for the hearinp’. 
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We are grateful to the National Academy of Public Administra- 
tion for being present here, and we appreciate the expertise that 
both of you have provided from the various experiences you have 
had in government. 

Since we are continually trying to get any administration to do 

i ustice to the Chief Financial Officers Act, I am sure that we will 
)e talking with you, Mr. Sheridan, as to how we could improve that 
system and are the chief financial officers doing what they ought 
to be doing? We had an excellent series of hearings last year that 
Mr. Spratts subcommittee had, and we intend to pursue that every 
year until we are all satisfied that the agencies finally have proper 
financial statements that reflect their activities. 

So thank you all for coming. It has been very helpful. We will 
be reviewing the documents. There might be some questions that 
I will send to you on behalf of the staff. Mrs. Maloney may well 
have some questions from her side. And we would like to include 
all those in the record. 

And saying to the reporter that as is our usual procedure, we will 
put the statement in the record after the individual is introduced 
unless they read the whole statement. I think only one witness did 
that and so we won’t repeat it if he did it. 

But we will get every bit of information you have and you would 
like to send us we would appreciate it. So thank you again for com- 
ing and thanks to the committee for sticking it out until 5 o’clock 
on 'Thursday aflernoon. We appreciate it. The meeting is ad- 
journed. 

[Whereupon, at 4:56 p.m., the subcommittee adjourned, to recon- 
vene subject to the call of the Chair.] 

[Additional material submitted for the record follows:] 
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an sddtoonal ^pmprialon W Mm lagtotobM.) For sugnMntollMM 
olbatssan lOparMandiibpaitanLSMaraetaioiniancs 
musl provida noOesMon ol Mm pnposad aagaiantallon to Mia CtNir 
ol Mm JoM LagUsMvs Budgw OaniiMBee and Mm chain d Mm 
Maod oonwiMaaa ki aseh houaa at lasal 20 days pdor to Publie 
Mvkt Board approval d Mm augnianlaMoa 


Aaalftt—Cal GuU* 
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STATE ADUINISTMATtVB MANUAL 
CAPITAL OUTLAY 


INTEODUCnaN(NBiir9/9D «S01 

Ibe Ctpiltl Oolky duptw of Ih* Sm« Ataniilntim Uiml hu bea dNlgneil la piovUo » ntaaaea mic* Ibt 
poUstw Bd pneednrai nhtiiig to Ite bolpiiii Bd tdmhitditotoB of opitoi oMhqr (ocmtnidioD ud 
MfoUlkM) pragmii. Hw obtfiMr ii divided lito dno aun pvls. Th* Sat SAM SeoliM (KOO) pneeab u 
overview of Itie lemitnolofjr end ttme frioiee hwohied |da* guidaSaH to iliWrwIei wbit w nd wlu4 ii not 
VplieeUn to Ibe Mate'e topilel ondeg pragnmi The acood SAM Seetloei (6600) deecriba ihe iWeatd 
leqnimnnitB for budgetiof of capital prqjeoli from the poini of naiifag dtoeitmeold ftcUlly i r««>« lhnw|h 
JwdScaiko of iadividual prqatoi tootading Ow budget dednoe procea end pnganlioa of Ibe 
invohwd to Ow bodga piooea. The diiid 8AM Sedka (6700) dateOe Ste mpilieniMli of die idminiiliBlive 
epprovii procea invoivad in cenTiag out the actpililtioa, pinang, deaign ad conatmdiaa of capital pogeota. 
Thtougb Hue baak amagciiMil, die reader ahoidd he aM to (Sed Ihe bfomalion naeaeaMy for thia ipecilic 
puipoee. AI other ataodard bodgalfaig piDccduna apply. 

Sulyact to toDoal badget deotatoea, linaociag of fociliiia aeeda eay lake aaveal fonai locb a direct 
appropriatkiiH iioin vaileua gwieral or apeclal fond nveoa annee, through procaada of gaoeral obU^dlcn 
boada, Sootigb leaaea or keae puichaea agreeiaentt, or throngh other fbtma of dabt fiaanolng ancA aa raBOue 
boada or oantflcaleg of partidpatiaa which inqr be Uaned by the State Public Woika Board, bi aadw for the 
flovmor and the La^lature to datanaiae ap p r epr i ato fieaoeiag optfona aaeeaa a ry to mma die needa for 
eoeipating govonmeat aarvicee aed capital pnjjM, it la aeceaaaiy to prq|ect die need, the ntioaale and the 
hapeet on aappoit cesU wail in admee of the aeed for pndeea foadl^. 

A aaconafol capital outlay prograin begiu «hh eflaciiva foeUly aMnageoent and piograa ptanniag . It la ame 
policy dm ad ^lal outlay piqlaota wilt ba baaad ce optinaun adluation of eiialuig apace and piopedy and wdl 
doctUMitad woiUoad/populatiaa pngaetiOBa. Theaa pndacia dbould be caialUly. coaccavad and JoetHM to 
provide cod effective aotutkna for prognm delivery; aid will ba pre fcaii e n a H y deatgaed and awoBgad to aarura 
agalnal WBStefoloeaa In the expenditun ofpubUc fondi. Spedfle appropilallaa of fonda wgi be bnad upon defiaad 
pr^l acope, catimatca of ooat and raaliidc adnhilaa for dia laitpective aequlattioa, pianniog. daaign tad 
conairuciiaa pbaaea iochidliig ratovial wviieaBnotd nvlewr. 

The Stale Public Woika Board, the Dapertoant of Fiaence, and dw Dapwtnat of Gcaanl Sarvicee, dunngh 
poweri and dulice duRacd in vadout aeetioaa of the Govenuiaot Coda, tU parfonn key lolea in canying out 
aithodiad capital outlay pi^ecii. By ataluta, Ibo Public Wnta Board acquiita property for lha atatc, may Itaae 
debt inatnioianta to conabuat AolUliaa for tba atita, ml approve lha pnluainaiy pitas for capital projecti prior 
to atlocaiiao of additional Aindt, and may net reuonafale orinJilinea for any projact. Tha ^lblic Works BoanI 
cnaoni ihei legisUiivaly approved scope and ooit of prqiecta are ciiilad cmi wifo all due apeeS and diiigiaoe. 
Within theae (mmeiani carltla flaxlbiiity to revito ^ coA and to modify the aeope tra giwied by attiilia ai 
well, rewig nlrin g tba baak oaccrtiioty labereaC it capital program underitth^ Stuff of tho Department of 
rinaoce, Capital OuUqr Unit, aarve as Maff to tot Board for all oceattucUon ilema. Tim Office of Eaeigy 
Assestioenta (OEA) acta aa alair to the Boaid for coeigy lalated petjcclt. Slaffof the Office of Beal Batata and 
Detign Servlcai act u ttaff to lha Board for aU nal aatam tabled ledviiHa and toa Office of Pngad Davalopmaal 
and bfanagaoMot (OPDM) and dw State Ardiitect (OSA), abo ia Departoeat of Oanaril Servkea, lupctviae lha 
daaigB Old eoBSIniccian pioeaaa for meat dale tgcodaa. 


6sei 
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3TATB ADMINItTKATlTI MANOAL 

CARTALOmAT 


(CatfiiiiHd) 

INTROODCnW (New 9/91) C591 

11111 nanui] iddfesses tb« le^piirannti fromlbe |i«npeeli**orMut dqstiMitH, ll>u iilb>x»vludiniitu<31» 
<a DqMitmnt of Oeoeral Swvieei to eniy out e^lW prq)«cli. Tot tote ogmlct wUsk on enrapt (&!■> A* 
Oeptrtaunt of Tnoapottalkn tor hitiiwij eoabocttoa lal A* Defwtneat of Wtoir Rnoofceo te Ai Stato 
Wtter Piojed md (tie De^xrliiient of Comctwu for in New PriioD OoMliMiea pro|nia), aquivtlou 
toftmoMloa ud piDcodwcs, la Bdatiiitlenjf At tum fiua, wOl be leqitlml. U b tbo aoled (hit Utb oeouel 
gtoeiilly deacnliM nd definee req uire meabi for ooutrueckiB prqiecia nAkk (bOow i (outtoe eeipience tor biged 
pliD developigait end angb bid ptctoitB eoDlributiOB. TUe neoBel date not atleapt to pnivldt e eoaplait 
deuitint of ibe edmiaietrativa mpimaeiib wbea a add-caolncto ippioech ^lieeed ecaMtaoolioB eoatncb) or a 
fiwt-trick detjgB'biuId b wed. 

THE CATHAL OUTLAY BUDGET (New 9/91) <51t 

Depe/toieob outtenticipeta ihelt flepibloutlm aeedbalaii etdy ito|e. Fonceetnt e^b] ovDay aeedt ilwil be 
faet^ on the deputtneot'a Ihcili^ in invntoi; end Ifat popaltUon eetnnetM prepiied by die PopuliBan ReeeetCb 
Uak of toe De|Wtim( of Fiiwice. Capital otdley bwi^elt ere tero bated each ycao Tbm b no bate hud((t 
wch as «dito in support and local airtttance budfeb. bcb departme n t dall wbrnit a written Capitad 
Outlay Budget Change Fropoaal (COBCR fbr each ptn|aet to ba eewidertd for taduahn In the capilal 
outlay budget tor the forthoeaibig Baal year. (Sea SAM SacHoa 6620, IDuatnlicn 1.) la addilioo, 
coMidaralion mot faa given to dm lequlfeinaab of Oii Cafifimiia EavfaoaaiaiHl Qwtity Act (CEOA). A oayor 
ni|utnDi<nt of dw Act b d» nm eaa lty to pniNue ta Buvi io aa iald Deamuol Ibr pngacto nadeitabai bt whole or 
In pert by eay paUk tgency. hfonnatlna diould be made eveihbb lot the levbw pmoeee mdieethit Ihe atan» of 
dw eavironiwDtel impKt review. All .maior cepitat outlay piopcaab mnat be aufanitled to dta DepaHneot of 
Flnaoee end ibs Offiot of Pndwa Pavalopmam tod Iftaavawmi, Depulaeot of Gcaand Sarricee, by Fabrtniy 1 
of each iboal ytar. 

DISTINCTION BETWEEN STATE OFERATHMS, LOCAL ASSISTANCE 

AND CAFTTAL OUTLAY (New 9/91) 6S29 

AoquititioQ of real proparty; purchiaA natal, baaiag and coutnietioD of ibcilitiia and itiaeluiat; npeir, 
maiiilenaace end or nplaoeaiu of cepkal eeiab: wd iiiirrbiee of Used lad movabb afnlpnaot u bodgetad at 
alther Stoia Opartlioat or Capital Outlay (Bajor vi. aUnor) dtpeadbv on efacuiintanoec lauding die coat end 
puipoie. SAM Seelioa 6520, mwiraUon 1 laflacUeumnl policy tor the badgbiag of iheaaazpentee. OnaenDy, 
npair, ewintMuioe, end efttanaids raplioaniMt (odier dwi itroeiiuee) an eewideiad a ooet of oaoductin| 
currently twhorizad bnnncet and dienAn am bndgtlad h Stole Ppendone. Any real propai^ acquiiilioa or 
new conemietioa, ouenrian, or bettonneal Ondodmg bitotiar atbeet^itnwdaling) an epprapiuUly bodgetad ia 
capital outtaybecauaa they ■nneoecaKy to tooodUBDdatopngtaiaeliiaie. Keatol or latet eoih of beflitiei an 
tppnpriitoly budgaled M Slate Opondooi ooeta; bowwar, edctcba of t pwebaea optica O-o., ml pnporty 
aai|aldtion) nnut ba IndgaMd ti eipitol outlay. It b aeeanuy Ar batod ^oce to bo accoontad Ibr la Acililiee 
tavatoriet and pfospoedve ebngea fa leatad tpaea to ba addrattad b tea makatf of five-year capital ouday 
ptoni. Leated fawe b an allemadve to Mala owneidbip wd reqouaa a no o rdi nato d iafarme^ deriiinn u to Which 
tnnoach win he ponoad. Fhad and movaMe equipiaeot nrrwtiry Ibr Ibe iailbl oocupiaiey of a new belUty 
(capital outlay oonatniclion pntiacO A badgeled aa capitol oafiay b mii e, b e a ic ii c e, b e nw p l etoe 

lhapiniecL (See SAM Soetkm 6930, niailnrioa 1.) 
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DIsmCnON EJTWEEN CTATE OFERATKWS AMD CAPir AL OUTLAY 



tTATl 

mSATlOMS 

CAITTAL OUTLAY 

DEaCHFTIONOrrROJBa 

oruATiNOBinNsa 

wmiowfMBir 

nOJICTUVIL 

HDfOUB&IKTI 

fBOJlCT LEVEL 

MAJOEfBonm 

CutwdhiB ftiJidM 

coBiinNifo9, cxuvioaor 

kotooRt of tadrtni *"fl(v** r^nlnirtiil 




nsivooo 

•riM 

bexMUof 

S25Q»000 


IrsfttpMilvo of ftttooto 






ItmpfteUM cf UMOto 

k. nmr to oM imnaH pm4i 

•ad Ml iililid to ft MflkMlfak pii^Mi 
Ud toptotoOMl of «dt«ldf ftltfHM 
fVtoi *00^ «VI M* OQHlpM li to W 

Mid ti ft w 

brnf***^ 



l«tii^ »a»upJi M wnlinMn 

•M ognt mill, bnl feo, ud Ml aiarti 



mnrntw •ranoiiai 

l«M«Laiini||ecta 

Im Difttutolsii 
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STATB ADMINISTKATIVB MANUAL 
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STATE ORI(ATlONSlNaAJDINGSI«CMLSEPAntS(NWr Ml) Oil 

State OpontiaM inclwke eU etfapml Itau (imeMltai of imniot) tata ne to npface adtaug equIfeMi; >11 
equipment not tooluded n the eompteiaeat aeseaeuy far Utiil opoaHoa of t ^mciBc eontanictifla prqjeott md ell 
fqtaif pnyccta. Sadi t^iir pityeeta, nggidlma of MMaat, ifaill bn badfclei in Ike Opcmliig B^pcaeee and 
Equlpanul patiin of do Sanneiy by Otyeel la da Sne axpnm amfprj at ‘epadUl mpela*. >eeunlnf 
nniatenDMa win be lacluded ill ibe OpetUfa^ Bxpcaeae tad Eqaipaient Kne Item of ’faefliliee openUoai*. 

Hwnqilee of gpecial n^r prq{ectt laetude, but ue boI fiottad to, w p e l nti r ^ e bdlily; moofinf (uqieoii; 
ilectfiicil tewiiinf ; ^utabhig npalia; dradging of river or eliieai bedk (to nekm flow cifBcitjr): 

i^dickig eld uplimevtiloaB (ilrooDditioMit, earpoiiag, eta.}; nd mad mpetie. 

AJiefitioai Ibr dw papoee of Saeiiaa 6.0 of the Bndget Act oicaoi my nodUteedOB to eauliiig Statnowned gpaee 
toit rb ii nm lheueeofihe^Bc««etofla>ction.bqrout,cepecl^orquelity. Typical ellantioeB bclnde deatolitltii 
of mitring putilioBc ud/or oonitnirtifiti of new pwtlllooi or bUllal iaetajlalioa of earpatint and imvilila 
panllkna. Allenliao piqlecla ahoidd ba badgatM aa pait of dit eoBtiniclioa pmpaa aad nay be ailbar awiar or 
inincr pnyeeta, but if no Inada am pnmdad hi Chpiial Oulli^, Stain OpanHona ftnda ogy be nted wMbin flw 
giridcUnea of SeclioB 6.0 of dm Bedgal Aot 

LOCAL ASSKTANCB (|New9/»l) CSU 

anata to local aganeiM for fbe opeiatioa, maiataatace, and aoqaailian or demlnpinatf of hsdhiei m bodgetod 
at laiGat Aie i iltaine Locd Am lat aace pxiiecta otaal be far aoBStato oweed fltailitiaa (locat en% lebioa 
owaafdapa&KoaafietioaofprqlaoO- 

CAmALOOILAVINCUnuNaMINOSCARrALOlTILAyaftwb/Ol) 6S2J 

Capilal Onllay Inchaiae pnichaieB of kad taid ooib related dwielo, hd a di ng oapital ootlay j^aaaing and 
adaaiaiatiaUve eoata, court aoab, cnndenaatian eolk. hgal feea, bile ibaa, cto., aid eouliuclioii pnttectai 
Iwdadioi pnllnfauiy pItaBiag, woifciag dnwinga, and eqaipaaat nlatad to a winatniotlnii pcojaci regardlaai of 
coal or dndiif . OonwnietioBptnlectaiBcladeBawnnBltrnrilinB, altewtioB,iBdailaoaloBarlinnetBWBtofmiiliag 
atiuciDrea. Capital Onllay pngocb oiHt be ibr SMiotawned pfopartiei and fadDliei ari amt faiyiove the bcilily 
iMZiad be pNMal nae or dedpaed bveh. 

Minor <^tal Onllay prqjaota are hudgeied ai Capital Ondqr aad an conipoaad of coniliiiclioa pnsecta whoee 
ea bm e lc d ooaC ia $2^,000 or leaa. Ibn doDii ihailalloii on Minor Coital Onllay ii a^uMad when necaataiy by 
ibeOqiariaieBiofnaanoeL Stale aeqnialdea pniacti, regardleaa of areonat, an fhadadianqiarCbpiul Outlay. 

BUDGET mPABATlON AND ENACndEIfrTIMETABLS (New 9/91) fSM 

la oidar to aaaat lirpiitomiti ia plaanliig Ibelr capital oaiJay budget wock, the MIocaiiif adwdule b provided. 
Ibia tfawlable iboidd be adhend to by departneoti aa fart analyaa and pfoeeattaii of agency reqnarta mqy be 
done In an onkily nanoer, and to aaet av«nll atatawide daa ill laeai H be ■tf Tf t •**" 

be aubailltad la mmob. to ton budeet vaar far a<bir|| fimitllU ■ irillll|t|Ml Dataa UaUd far aabneiaiaBa by 
d apa rtmita ta an iboae by aAM dw nedon abonld be noatvad by Be Departmenl of FiaaaM (DOF), te 
L^ialaliva Aaelyafa Office (LAO), and dm Office of Piqjeel Devdopoanl tad llBiagamtid pVDM), aa 
tppnpritta. SnitaMoe eaillw Ibu nqnind wa be igpteetaied and wU aniat dm opentiaaa of Ob Ca^ 
Oniky Uail of te Depnitnani of Fiaanee. 

(Condaned) 
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National Association of State Budget Officehs 
Capital Budgeting in the States; Paths to Success, February 1992 


Introduction 

Background 

Research efforts of the National Association of State Budget Officers 
have focused phmanly on operaong budgets. Paul Timtnreck. while 
serving as President dunng 1990-91. initiated this project to provide 
budget offices with useful informanon on capital budgeting This repon 
represents an imnal effort to provide comparative analysis on capital 
budgeting practices by the states. Although this npon does not result in 
one “model capital fxocess/' its objective is to highlight desirable 
practices (hat can be used by all states. 

Part One 

Part One summarizes die msulls from the survey sent to all states in 1991 

The survey covers an array of topics including defining capital 
expenditures, the capital budgeting process, estimating costs, setting 
priorities, managing assets, hnancing projects, and managing debt. Good 
practices are highli^ted u the end of each section. 

Part Two 

Pair Two reviews various issues common to all states and illustrates theu 
impaa through (he use of specific sute examples. The topics covered m 
(his pan include protecting maintenance funds in a world of competing 
demands and the strengths and weaJtnesses m states' capital budgeting 
processes. States include in the case studies represent a diversity of 
approaches in capital budgeting and financing. 


Pn*S 
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Summary 


Good Practices In 
Capital Budgeting 


Establish a clear definition of expenditures within the capital budget. 

Define maintenance expenditures and provide for adequate funding 
of maintenance in statute. 


• Include specific operating costs for each capital projea. 

• Ensure that effective legislative involvement occurs throu^out the 
capital budgeting process. 

• Strengthen the review of the years beyond the budget year in 
long-range capital plans. 

• Identify the criteria used in selecting capital projects. 

• Define all program outcomes for capital investments. 

« Evaluate cost estimating methods to measure their validity. 

« Establish a tracking system to keep projects on schedule and within 
budget. 

• Define the factors to consider in decisions to own or lease. 


• Develop a clear debt policy 

• Review cost-benefit comparisons for private seaor participation in 
capital projects. 

• Maintain an updated inventory system of capital assec. 


Pagc7 
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Part One 

Capital Budgeting In the States 


Section 1 


Almost all states define the types of expenditures allowed in capital 
budgets. As T^le 1 shows, most definitions are broad and include such 
items as construction, improvements, land acquisidon. site 
improvements, and major renovations. Some definitions specify the 
anticipated useful life of a project while others include certain 
equipment purchases. T^le 2 shows that most states include capital 
planning activities within their capital budgets. About half the states 
have a minimum expenditure requirement for their capital budgets The 
minimums range from a low of S 1 .000 to a high of $250,000 with 
$25,000 being the most frequent minimum for capital budget 
expenditures. 

Treatment of maintenance expenditures in capital budgets also varies 
across states as illustrated in Table 3 In about half the states, 
maintenance is included in the operating budget. Other sutes. including 
Alaska, Colorado, and Ohio, differentiate between deferred 
maintenance as a capital expendimre and ongoing maintenance as an 
operating expenditure. Other approaches used by states include 
appropriating a reserve maintenance fund in Virginia, authorizing a 
forrnula for building renewal funds m Arizona, and appropriating a 
portion of a building's value for maintenance in Idaho. 


Good Practices * EsUbUsh a clear definilion of expenditures within the capital budget. 

In developing or refining capital expenditure definitions, states should 
consider the implications of minimum requirements and types of 
expenditures such as equipment and planning soidies. Certain activities, 
such as leasing, may fall within the operating budget though be viewed 
as debt by rating agencies m their credit analysis. 

• Define maintenance expenditures and provide for adequate funding 
of maintenance in statute. 

Maintenance funds are often sacrificed for budget balancing purposes. 
Some approaches to preserving maintenance funds look good in theory, 
but not in practice. Sutes use approaches such as budgeting a 
percentage of the building valuation for critical maintenance as in Idaho 
and conducting an annual inventory of maintenance needs in Florida. A 
more detailed account of how a few sutes attempt to preserve 
maintenance funds is discussed m Section 1 of the case studies in this 
report. 


Defining Capital 
Expenditures and 
Protecting 
Maintenance 
Funds: Tables 1-3 
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Suif 

Alibami 

AUiU 

/knzona 

Arlunus 

Caiifomu 

Colondo 
Connecticut 
Dell wire 
Flondi 

Geergj 

Hawau 
IsUho 
iLiinois 
India ni 
towj 

Kanus 

Kentucky 

LouLiiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

Missoun 

Montana 

Nebraska 

Nevada 

New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North DiJtou 
Ohio 

Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Uuh 

Vemiont 

Virginia 
Washington 
Wcat Virginia 
Wiiconsin 
Wyoming 

DC 


Table 1 

Defining Capital Expenditures 

How Do You PefiBf Capital Eipendrtum? — ^ 

Renovations, repairs, major rruinienance. new construction, land purchases, and equipment 
Aiaei with an anticipated life exceeding one year and a cost exceeding SZ5.000 
Building renewal, land acquisition, infrastructure, and capital projects 
No specific definition 

Facilities improvemenla Includes related planning and fixed equipment costs 

Purchase of land; purchase, construction or demolmon of buildings, purchase and msuiliiion of equipment 
Expenditures that result in acquisition or additions to fixed assets 
Includes major equipment acquisaiont if at least 10 years 

Real property, including addiuons. replacemenii. major repairs, and renovaiions which extends uselul hie 

Purchases of land, const ruchon of new facility replaccment'maior renovation, and itic improvements 

Permanent, non-recurring expendiiurea on new or imprevemcnu to existing fac dines 
Construction, remodeling, and maintenance ofbuddingi and other structures 

Repair, maintenance, renovauon. remodeling. lehabiliution of existing facililies: construction of new ficilit.es 
Construction, rehabilitation, repair, purchaae and talc of land, equipment, and grams to municipalities 

Construction, renovation, or improvemcm of buildings or grounds exceeding S?0 000 

New construction, remodeling, raung. lehaouiution. and repair 
Capital construction above SIOO.OOO and major equipment above SSO.CXX) 

Acquiring land, buildings, equipment or for permanent improvement 

Renovations, repairs, major matnicnancc new construction, land purchases and cquipmem 
Acquisitions with a 15 year life, excluding vehicles and supplies 
No response. 

Planning, acquisition, construction of buddings and equipment and remodeling, repair 

Acquiiitton. constructKin. original furnishings and equipment, lenovationi, and major repair 

Includes planning, design, land/budding acquuaion. dcmobtion. new conslrucuon. furnishings equipment 

Includes conatruction. acquisition of real property, dcmobtion, reatorttion, rehabilitation, equipmcni purchase 

Budding and construction defined m siaiute 

No specific definition 

No response 

Assets with usehil life of S yean and cost eaceeduig S30.000 

Acquisaion of land, construction, repatn equipment above S50.000, long-term leases 

Renovation and repain. new construction land acquuiuon. vehicles, and equipment 

Acquuilion. construction, demoliiion of fued asset major repau/renovauon. prebmmary studies and equipment 
Renovationi, major repain, deferred maintenance, new construction, land, and major equipment 
No specifK definnion. 

Renovations, new construction, land purchases and equipment 

Purchase of land and buildings. Construction or major repair, major purchase of equipment 
Improvements which prolong the bfe or add value to the property 

Construction, renovations, unprovemenu. equipment, fumishingi. land acquisition Esijnsted life above 5 > r 
Construcuon. renovation, repair, rehabiluaiion land acquisition, buddings and equipment 
Capital expenditures over S15.000 accordmi to CaaP definition 
No specific defuiitton. 

Renovation, maintenance of certain sue. additions new facdiitcs 
Renovation, major repain, new construction, land equipment purchases 
Long-term asset cosung mote than Si. 000 

New construction, land acquutfion. mator maintenance and repam above SIS OOP 

Re&J property acquuoion. unprovcmenti of S250.000* . new construction of S^50.000 ^ stand alone cq.^.pr-.e'-: 
Design, construction, renovation, and acquisnuMi of long-term assets 
Includes buildutgs aiul/or land with apprapnatjon u* effect for } yean 

Includes land, buddings, facdities. equipment as wrU as remodebng. reconstruction, and maintenance 
New constructKin, acquisiuon of land, reconsirucuon major improvements above SIO.OOO for 10 years 

Permanent improvement to s fixed tisef with uteM life exceeding 3 yean 
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Table 2 

Capital Versus Operating Budgets 



Capital Plaaning 

Minimum Size 

Defiaitioo 

SUtC 

in Capital Budirt 

For Caoital Budect 

For Capital 

AUbtnu 

N 

N 

Y 

Aiijka 

Y 

s:5,ooo , 

Y 

Anzona 

N 

N 

Y 

Adcansu 

N 

s 

N 

California 

Y 

N 

Y 

Colorado 

Y 

O^er capiLil outlay hmiC 

Y 

Connecticut 

Y 

N 

Y 

Delaware 

Y 

N 

Y 

Flonda 

Y 

N 

V 

Ceoreia 

Y 

N 

Y 

Hawaii 

Y 

.s 

Y 

Idaho 

Y 

s:5.ooo 

Y 

lUinoia 

N 

$:5 000 

V 

Indiana 

N 

N 

Y 

Iowa 

Y 

s:5 000 

Y 

Kansas 

N 

N 

Y 

Kentucky 

Y 

N 

Y 

Louisiana 

Y 

S50 000 

Y 

Maine 

N 

N 

Y 

Maryland 

N 

$100 000 

Y 

MasaachussQs 

No response 

So rcsponic 

No response 

Michigan 

Y 

S«0 000 

Y 

Minnesota 

N 

N 

Y 

Misaisaippi 

Y 

$150 000 

Y 

Missouri 

Y 

Rer3ir$:500 

Y 

Monuna 

Y 

$:5 000 

Y 

Nebraska 

Y 

N 

N 

Nevada 

No response 

So 

No response 

New Hampshire 

Y 

$30,000 

Y 

New Jersey 

Y 

S50 000 

Y 

New Meaico 

Y 

$100 000 

Y 

New York 

Y 

N 

Y 

North Carolina 

Y 

$50 000 

Y 

North Dakou 

Y 

N 

N 

Ohio 

Y 

s 

Y 

Oklahoma 

N 

N 

Y 

Oregon 

Y 

Con^tovi i.OOOOO 

Y 

Pennsylvania 

Y 

$;00<XO 

Y 

Rhode Island 

N 

s 

Y 

South Carolina 

Y 

$:« 000 

Y 

South Dakota 

N 

v 

N 

Tennessee 

Y 

Mst.i $100 000 

Y 

Texas 

Y 

\ 

Y 

Utah 

Y 

$l 000 

y 

Vermont 

Y 

$:5 000 

Y 

Virginit 

Y/N 

s 

Y 

Washington 

Y 

s 

Y 

West Virginia 

N 

s 

Y 

Wiseonsui 

Y 

$5 000 

Y 

Wyoming 

Y 

> 

Y 

DC 

Y 

$;50 000 

y 


Y»35 > = :? Y=45 
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Table 3 

Treatment of Maintenance 


Stair 

How Is Maiolrnincr Treated In The Caokai Budget? 

Aiabami 

AUiki 

Anzoru 

Arkansas 

Cabfomia 

Renovation and repair are capiul items, maintenance is operating. 

Renovation, repair, deferred rruinienartce are capital items: general maintenance is operating. 

Routine maintenance excluded Building renewal funds appropriated by formula in statute 

Treated like any other request 

In oDeraime budget. 

Cok>ndo 

Connecticut 

Delaware 

FVinda 

Georsu 

Deferred maintenance in capiul. routine maintenance in operaiing 

In operating budget 

Deferred building maintenance addressed 

An annual inventory of sute-awned buildings conducted to determine maintenance need 

Included if relatively subsuntial cost not recurnne. and increases useful life 

Hawiu 

Idaho 

tUinoit 

Indiana 

Iowa 

In operating budget 

Criucal maintenance budgeted at 1% oTbudding valuation 

In operating budget 

In operating budget 

Deferred maintenance in caoiul 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

Largely financed from dedicated funds 

Minor mainienance below S200.000 funded from poo) of sute funds 

In operating budget. 

Included in operating budget 

Included if over SIOO. 000 iSvearltfe 

Masuchusetis 

Michigan 

Minnesota 

Mississippi 

Missouri 

No response. 

Lump sum maintenance appropriation 

Major maintenance in capital budget, rccumng rruintenance in operating budget 

Maintenance projects generally not recommended 

Ongoine maintenance to oreserve a facility m oxratmg. other maintenance Sc reoair above minimum in capiu 

Montana 

Nebraska 

Nevada 

New Hampshire 
New Jersev 

Major maintenance included 

Renovation and repair are capiul items, maintenance is operating 

No response 

Deferred maintenance in capital, usual maintenance m operating budget 

Maintenance above $50,000 in capiul 

New Mexico 

New York 

North Carelma 

North Oikou 

Ohio 

In operating budget. In future, may plan lo fund prrvemive maintenance in capital 

In operating budget 

In operating budget 

In operating budget. 

Deferred maintenance in capital: routine maintenance in operating 

Oklahoma 

Oregon 

Pennsylvania 

Rh^de Island 

South Carolina 

In operating budget. 

Routine maintenance excluded 

In operating budget. 

In operating budget 

According to need 

South Dakota 

Tennessee 

Texas 

Uuh 

Vermont 

In operating budget 

Major mainienance above $50,000 included 

In operating budget 

In operating budget 

Maior maintenance and repair in capital general maintenance m operating budget 

Virginia 

Washington 

West Virginis 
Wisconsin 

Wyoming 

Maintenance reserve tppropruiion provided 

Renovation and major repain are capital items, maintenance ts operating 

In operating budget 

Funding provided 

In operating budget 

DC 

N/A 
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Pkri Ona 

Capital Budgcdof li SliMa 


Section 2 


The capital budgeting process usually starts with budget instnjctions 
issued to agencies. The time-line from the initial instrucdons until the 
appropriation varies from six months to two years» with an average 
dme-line of about one year. As Table 4 shows, in addition to state 
agencies, some stams also allow non-profit agencies, boards and 
commissions, and elected officials to make requests for capital projects. 
States are about evenly divided between having a separate capital 
document and combining capital and operating expenditures in one 
document. The types of documents vary across states with project 
descriptions, multi-year planning documents, and poniODS of the 
operating budget serving as capital documents. 

With the many actors involved in the capital process, some sixes - onore 
chan one-third • have established joint legislative boards or commissions 
to oversee the process as shown in Table S. Some boards are 
established wiA specilic missions, such as developing and implementing 
a long-range planning process as in Kemucky. 

Capital planning in most states is a multi-year process. Table 5 shows 
that in about cwo-tbirds of the states, the capit^ budget extends from 
three to tea years, with five yean the most frequent time-span for 
capital plans. In about half the states with long range capital budgets, 
(he budgets are passed into law. In most cases, tbe long-range budget is 
amended through annual appropriations. Often tbe budget office 
provides an overall coordinating role for tbe long-range plan. Although 
many states have long-range plans, estimates for tbe out-yev costs 
provide a general trend for the projea and are not as detailed as the 
current year estimate. 

The ooordinatioo of the capital and operating budget is a signifkanc 
feature of the capital budgeting process. Table 6 demonstrates that 
coordination occurs in many states by including the impact on the 
operating budget as pan of every capital request. Budget analysis 
provide a key role in coordinating operating and capital budgets. Other 
approaches to coordinating operating and capital budgets include a 
program planning process m higher education used in Colorado and a 
strategic planning process that fosters communication between those 
involved in the operating and capital budgeting decisiom in Delaware. 


Organization of 
the Capital 
Planning Process: 
Tables 4-6 
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Good Practices 


Pftrt One 

Capital Budgetkii in tfie States 


• Include spedHc operating axis for each capital project. 

Although most states rM^ire that operating costs accompany capital 
project requests, there should be an enforcement mechanism that 
requires agencies to develop operating cost estimates over several years. 
The agencies’ operating budget request should reflea the impaa of die 
capital projects over the several year period. 

• Ensure that effective legislative Involvement occurs throughout the 
capital budgeting process. 

Some states have est^tished specific oversight boards to help foster 
communication between the l^islative and executive branches. In other 
states, such as Maryland, state officials informally maintain good 
communication channels with the legislature. 

• Strengthen the review of the years beyond the budget year in 
long-range capital plans. 

Although most states have long-range capital plans, the yean beyond 
the budget year are often scrutinized much less than the budget year. 
More scrutiny of long-range costs would help to assess the financial 
commitments on both the operating and capital budgets. 
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Table 4 

Organization of the Capital Budget 



Legal 

Wbo Makes 

Doeumenu 

Sutc 

AotboritT 


Produced 

Alabtms 

Statute 

A 

Governor s Executive Budget 

Alaska 

Statute 

A 

Project Description snd Juslificadon 

Arizona 

Statute 

A.E 

CapMal improvement Plan 

Arkansas 

Appropriations by Agency/Projeci 

A 

Biennial Budget Manual 

CaLfomia 

Annual Budeet Acts 

A E 

Budeet Chtnee Prooosalt Budeei Escimaies 

Colorado 

Suiule 

A 

Project Request Pnontizcd Summary 10 Vr 

Connecticut 

Statutes. Special A. Public Acts 

A 

Annuli Capital Budget 

Delaware 

State Code 

A.E 

CIP Project Description. Operating Budget 

Ronda 

Statute 

A 

Agency Capital Improvement Prg . Gov Cap.Lil Imp P-^; 

Ceoreia 

Sutc Code 

A 

Governor's Annual Budget Reoort. Amended 

Hawau 

Revised Statutes 

A E 

Mulii-Yf Program Fmancia! Plan, Esccutivc 9. 

Idaho 

State Code 

A 

6 Yf Plan Produced by Division of Public 

Illinois 

Appropriations A Bond Auth Bills 

A BE 

Cipiul Budget 

Indiana 

Statute 

A.H 

Suit Budget Committee Recommendations 

Iowa 

State Code 

A 

Ooeratine Budget 

Kansas 

No requirement for Governor 

A 

Governor s Budget Rq)on 

Kentucky 

State Revised Suiuics 

A 

Executive Branch Budget 

Louisuna 

Statute 

A.E 

Capital Outlay Act and $ vr Budget Plan 

Maine 

Annual Budget Acts 

A 

Capital Budget 

Maryland 

State Law and ADoroorutions 

A E P 

Budget & 5 Yr Capital Improvcmcni Program 

Maiiachuiects 

No response 

No response 

So response 

Michigan 

Annual Appropnstions 

A.H 

Annual Budget Document 

Minnesota 

Statute 

A.H E 

Capital Budget Recommendations 

Mississippi 

No response 

A 

Governor 1 5 yr Capiul Improvement Plan 

Missoun 

Statute 

A 

Governor s Executive Budget 

Montana 

State Code 

A.H 

CaptuI Construction Program, Major Mainienan.c P jr. 

Nebraska 

Sutute 

AH 

Governor s Executive Budget 

Nevada 

No response 

No response 

No response 

New Hampshire 

Sutute 

A 

Governor 1 Executive Budget 

New Jersey 

State Budeet Law 

A.P 

Governor s Budget Rec A Capiul Improvement P'an 

New Mexico 

Sutute 

A.E.H 

Capiul Improvement Plan and Forms 

New York 

Sutc Finance Law 

A PA 

Capiul Projects Bill. 5 Yr Capital Plan 

North Carolina 

Appropriation 

A 

CaptttI Improvement Document 

North Dakota 

Agency's appropriation 

A 

Capiui Constructwn Form 

Ohio 

Sutute 

A E P 

Governor s 6 Year Ctpiul Improvement Plan 

Oklahoma 

Statute 

A 

State Finance Forms 

Oregon 

LcfiiUiive 

A 

Budget Overview, d-Yf Plan. Project Dcicnpiiun 

Pennsylvania 

CoQStdution 

A 

Governor s Executive Budget 

Rhode Island 

Sutute 

A 

Capiul Development Budget/Opcraiing Budget 

South Carolina 

No overall authonlv 

A 

Annual Permanent Improvement Plans 

South Dakota 

Individual bills 

A 

No capital budget 

Tennessee 

Division of Budget 

A 

Budga. Project Descnption. Project Summary 

Tcus 

fVi of appropnitioni preccii 

A 

Budga Requcsu-ConsirucCion Schedules 

Utah 

Suiue 

A 

Budga Documents. 3 Yr Plan 

Vermont 

Sutute 

A 

Capital Budga Recommendations 

Virgmia 

Appropriation Act 

A 

Budga Bill A Budga Document 

Washington 

Legiilalufe 

A 

Capiul 6 yr Program. Appropriation Bill 

West Virginia 

Stalute/Case by case 

A 

No response 

Wisconsin 

Sutute 

A 

Capital Budga Recommervdauons 

Wyoming 

Suiuu 

A 

CapiUl Outlay Budga Request 

DC 

Home Rule Act 

A E 

CapiUl Budga A CapiUl Improvement Plan 


Key A- Agencies Boards £« Elected Officiab H » Higher EJwcauon P-^vsie Orguiizations PA « Public Auihon.et 
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TibkS 

Organization of Capital Budget: Part 2 


SlJtr 

Joint Boards for 

C'lDiul Refirw 

Time-Line for 

Capital Process 

Span of Long-Range 

Capital Budget 

Al«b4rni 

N 

No response 

N 

AUtki 

N 

10 months 

6 yean 

Aruoni 

N 

1 1/3 years 

5 yean 

ArtAnui 

N 

6 months 

N 

Cihromu 

Y 

1 1/2 years 

5 vears 

Cokindo 

Y 

1 year 

3 years 

Connecucui 

Y 

1 year 

N 

DcUwirv 

N 

1 year 

3 years 

Rondj 

N 

1 year 

S years 

CcorKiA 

N 

1 vcar 

3 vears 

Hiwtu 

N 

9-10 months 

6 years 


Y 

8 months 

6 years 

lllinou 

N 

1 year 

5 yean 

Induna 

Y 

10-12 months 

N 

lowi 

N 

1 vear 

5 vears 

Kanuj 

Y 

1 year 

5 yean 

Kentucky 

Y 

8 months 

’n 

Louisiana 

N 

1 year 

S yean 

Maine 

Y 

10 months 

5 yean 

Marvlind 

Y 

9 months 

S vean 

Maiiachusezu 

No response 

No response 

No response 

Michigan 

Y 

9 months 

5 yean 

Minneaoia 

N 

6 months 

5 years 

Miasiasippi 

N 

9 months 

5 yean 

Missouri 

Y 

1 vear + 

N 

Montana 

N 

1 year 

6 yean 

Nebraska 

N 

No reaponie 

’n 

Nevada 

No response 

No response 

No response 

New Hampshire 

Y 

9 months 

6 years 

New Jenev 

Y 

1 1/3 years 

7 vean 

New Mexjco 

Y 

9 months- 1 year 

5 yean 

New York 

N 

!0 months 

5 yean 

North Carolina 

N 

1 1/2 years 

N 

North Dakou 

N 

1 year 

N 

Ohio 

N 

1 vear 

6 vean 

Oklahoma 

N 

14 months 

3-5 yean 

Oregon 

Y 

1 1/2 yean 

N 

Pennsylvania 

N 

10 months 

5 yean 

Rhode Island 

N 

No response 

6 yean 

South Carolina 

Y 

Dcurmined bv Legislature 

S 

South Dakota 

N 

N/A 

N 

Tennessee 

Y 

1 year 

S yean 

Texas 

N 

2 years 

’s 

Utah 

Y 

1 1/2 years 

S years 

Vermont 

N 

6 momhi 

5-10 vean 

Virginia 

N 

1 1>'2 yean 

N 

Washington 

N 

1 year* 

6 yean 

West Virginia 

N 

1 year 

N 

Wisconsin 

Y 

1 1 't yean 

4 yean 

Wyoming 

Y 

lO months 

N 

DC 

N 

Y = 20 

Pm* 

1 1 '2 yean 6 yean 
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Sute 

AlabtiTU 

Alaska 

Anzona 

Arkansas 

California 

Colorado 

Conneclicui 

Delaware 

Ronda 

Georeia 

Hawaii 

Idaho 

llUnoit 

(ndunt 

Iowa 

Kansas 

Kentucky 

Louisiana 

Marne 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire 
New lersey 
New Mexico 
New York 
North Carolina 
North Oakou 
Ohio 

Oklahoma 

Oregon 

Pennsylvania 

Rhode Island 

South Carolina 

South Dakota 

Tennessee 

Texas 

Uuh 

Vermont 

Virginia 

Washington 

West Virginia 

Wisconsin 

Wyoming 

DC 


Table 6 

Capital Budgeting Coordinated with Operating 

How Is Capital Budjutioe Coordinated Wish TTie Opera timt Budaet? 

Combined in one appropriation biU 
Combined in one appropriation bill. 

Capital project requests must include impact on operating budget 
Agency anlkipatea impact on operating budget from capital requests. 

Through verbal communication, ihanng of plans, and ivstem data remits 

Higher education haa program planning process ttut links operating budget to capital 

Through arulyits by budget and ciptul analysts 

Strategic planning process serves m promoting commumcaiioa 

Plans include impact of capital project on operating budget 

Developed limuhancouilv; included in one appropnalion bill 

Capital projects include impact on operating costs 
By governor's budget analyst. 

Through budget oflke instructions and cooperation of budget analysts 
Combined in one approprution bill. 

Both operating and capital developed timuhaneouilv. impact of operaiions taken into account 

Budget analyst review of capital request includes unpact on operating budget 
Prepared simultaneously wkh operating budget 
Budget arulysts review capkal budget requests 

Same process as operating budget except for General Fund and Highway Bond Projects 

Through capitaL/operatina coordinator Impact on operaiina budget part of cspml buJcct gretenutu*-; 

No response. 

Component of total budget process. 

Capital requests must include impact on operating budget 

Match capital recommendations to agetKy s operating musion. project change m operating costs 

Capital budget analyst coordinates analvia wah operating budfci analyst 

Budget onice reviews capital projects and coordinates wiiA operating 

Capital projects include impact on operating cosu 

No response. 

Budget OfTiee reviews capital projecu and coordinatca with operating 
Through staff interaction and bv management review 

Capital budget includes operating budga impacts and operating budget references cspiul projects 
Capital budget requests must include impact on opemmg costs 
Through capital and operating budget arulysu 
In the same budges, dUTerem tine «cms 

Capital bill is one year atee the budget bUJ AnalyfU review capml request for impact on operatii^s 
Estimated operaang eoata calculated 

CapiUl budgeting ia mostly independent and revgwed after the operating budget 
Capital and operating budgeu arc both developed by the Office of the Budget 
Agcnciea must include impact on operating 
Capital plans include 5 year operatwg expewdnures 
Bond payments included in operating budga 

Architectural staff meets wah budget anaiysu and departments to review capital and operating 
Part of the operating budget. 

Through Oflke of Planning and Budget 

Developed at the same time; impact from s;ap<al projects must be included in operating budget 

Developed at same time. Capital requests muss include impact on operating budget 
Debt service part of operating budget. otherwtK tcparixc 
No rcaponae. 

Periodic review arilh budget ofTiec and CaciUics managcmeM 
Operaling and/or maimenance expenses referoKod m capaal requea 

Agency directors request projects in supp>m >1 ^ng tcmi operating plant 
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Part One 

Capital Budgctifii id clw Stales 


Section 3 


Capital Project 
Selection, Cost 
Estimating, and 
Project Tracking: 
Tables 7-13 


A central component of the capital budgeting process is establishing 
priorities within the extensive array of proposed projects. With scarce 
resources and limits on financing options in many states, establishing a 
set of priorities is a crucial task. Some states first look at the capacity 
for financing projects from either debt or cash limits over a several year 
time period and then set prioribes. 

As Table 7 shows, more than one-third of the states set prioribes on a 
functional basis, such as higher education, natural resources, and local 
government assistance. Other states use an approach based on 
emergency, legal, and health reasons. Phonties are ranked by 
categories such as health and safety, critical maintenance, 
improvements, and new construction in states such as Virginia. New 
Hampshire, and Montana. Arizona specifies the use of a formal 
ranking system to establish priorities in addition to viewing the projects 
within the political and economic context. 

Other approaches to setting priorities include approving projects with a 
cost savings component as presented in Table 8. When projecu are 
approved with a cost-savings component, often the monitoring of the 
cost savings is informal. About rwo-thirds of the states include 
emergency requests within the capital budget process 

After establishing priorities, states are interested in ensuring that 
program objeaives are met through the project requests. Table 9 shows 
how some states formalize the review through audits and wnQen 
justificatioiis. such as in New jersey, while other reviews are ongoing 
though less formal. 

In carrying out the priorities established in the capital plan, a successful 
outcome often rests upon the accuracy of cost estimates. Table 10 
illustrates (he variety of methods states use to develop cost estimates. 
Architects, engineers, and consultants often provide cost data. In most 
cases, either the requesting agency or a general services or public works 
agency is responsible for the review and/or development of the 
estimates. Techniques include value engineering, life cycle cost 
analysis, construaion and maierial indices, and square footage 
esomates. Almost all states use cost standards according to a parbcular 
type of building and space utilization standards to estimate costs as 
displayed in Table II. In about half the states, cost options and 
life-cycle costs are used m cost estunaimg. 
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PMtOne 

CapiUl BiidgclHi » (he SMM 


Table 12 shows diat in most states future operating costs are projeaed 
and often compared to current operating expenses. Projected future 
costs, however, do not necessarily have any claim on future 
appropriatioDs. 

Table 13 presems the variety of methods states use to track projects 
once they are underway. Motuioring during the process occurs in the 
budget office as well as in agencies. Some states, such as Kentucky and 
Virgiiua. require an animal or semi-annual progress report for 
legislative review. A formal tracking system as part of the accounting 
system is beo^ developed in New Jersey. Other states have a 
decentralized cracking system within the specific agency overseeing the 
project. 

Good Practices • IdcnUfy the criteria used in selecting capiul projects. 

States often determine thetr needs on a functional basis such as higher 
educatioa and aid to localities. While the functional approach is used 
for needs assessmeoi over time, emergency or health and safety criteria 
often determine immediate project selection. States should have some 
(nediod (D iflSegrate needs assessment with project sdeaion. What 
constitutes an emergency or health reason should be dearly defined. In 
reviewing die process fix projea selection, states should assess how 
actual project sdeaioa compares lo the priority lisi. 

• Define all program outcomes for capital innstmenls. 

Reviews of project requests often do not explicitly link the program 
objective to the projea in question. Projects may be approved that men 
fiiancial enteria. but do not meet the objectives of the program. 

• Evaluate cost estimating methods to measure thetr vafidity. 

Even tbou^ the expertise for cstimaiing methods is often with the 
architects and engineers outside of the budget depanment. budget 
analysts should be able to understand the underlying assumptions and 
methods used in the cost estimates in order to thoroughly review project 
requests. 

• g ftahBch a tracking system to keep projects on schedule and within 
budget. 

The tracking system should be ongoing and should serve as an early 
warning device for projects that are exceeding projections for both coa 
and time. 
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Table 7 

Setting Project Priorities 


Slatf 

Do You Set Priorities on a Funriinnal Basis? 

AUbtmi 

Abika 

Anzofu 

Arkansas 

California 

Needa assessment. 

Funcuonal areas. 

Bated on an evaluation system 

Pnorilized by law and then according to need 

Urfcncv- fire Sl life safciv code violations, health issues 

Colorado 

Conneciicui 

Delaware 

Flonda 

Georeia 

Needs assessment, project by project 

Functional areas 

Functional areas, gubemalonal issues funding avaiiabUity 

Functional areas. 

Funetiorul areas. 

Hawaii 

Idaho 

Illinois 

Indiana 

lovia 

Functiorul areas 

According tu need 

No 

Project by project basis 

Functional areas 

Kansas 

Kentucky 

Louisiana 

Maine 

Marvland 

Within dedicated funds for each functional area 

Life aafeiy projects and maintenance receive pnoniy over new conairsjction 

Functional areas 

According to need 

Functional areas 

Massachusetis 

Michigan 

Minnesota 

Mississippi 

Missoun 

No response. 

Functional areas 

Project by project in the context of review guideUnei 

Funcuonal areas. 

Each eroiect evaluated on meriu Aeencies with dedicated hinds have more leewiv 

Montana 

Nebraska 

Nevada 

Nr* Hampshire 

New Jenev 

Health Sl safety, cniical maintenance, general maintenance, renovations, tmprovemenu. new construction 
Agencies and univeniiies set pnonties 

No response 

Pnonty categories are health and safety, cntical maintenance, maintenance, and new construction 

Functional areas Aeencies set Dnonties in rcouests Governor s DObcies used as tuidelme 

Nr* Meaico 

New York 

Nonh Carolina 

Notih Dakota 

Ohio 

Pnomies based on urgency • Ufe St ufety and cniical mamierusncc 

Budget Oivuion analysis of cruical needs 

Budget office analysu and review, governor 

By budget office 

Urfenev. life-heahh-ufetY proiects. rehabiiitation new construction, deeendine on funding svailsbilitv 

Oklahoma 

Oregon 

Pennsylvania 

R‘‘ode Island 

South Carolina 

Funcuonal areas and by legulativcly determined pnonucs 

Funcuonal areas. 

Functional treaa. 

Functiorul areas, health and ufeiy. ano pi^bcy staff input 

Protect bv oroiect or immeduie need 

South Dakota 

Tennessee 

Teaas 

Uuh 

Vermont 

No response. 

Project by project, prior yean' funding and planning considered 

Requesting agency sets pnonlics wnhm na requeas Legislature determines pnonues between agencies 

No. 

Assess based on merit, financisl returns and suiuiorv mandates 

Virginia 

Washington 

West Virginia 

Wisconsin 

Wyoming 

Mayor repairs, legal/judicul mandates, bfe safety codes, unprovemcnis. new construction, expansions 

Functioful areas Historical spending and>dr ideiUificd needs 

No reiponac 

Evaluation of needs 

Perceived need 

DC 

Functional areas 
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Table! 

Project Characteristics 



Approve Projects wkh a 

Separate Plaoaiiic 

Include F mil gnu y Requests 

Sute 

Cost Saviogi Cooipoaeni 

A Coostructioa 

in Capitnl BudRet 

Alabatru 

N 

N 

N 

Aiaski 

Y 

VsrKS 

Y 

Anzont 

Y 

Y 

y 

Arkansas 

N 

Y 

N 

California 

Y 

Y 

N 

Colorado 

V 

Somctuncs 

V 

Conneclicut 

Y 

Y 

Y 

Delaware 

Y 

Y 

Y/Life. safety 

Ronda 

N 

Sometimes 

N 

Georgia 

Y 

UsuaUv 

Y 

Hjwau 

V 

Y 

Y 

Idaho 

N 

Y 

y 

lllinoia 

Y 

Oileo 

Seldom 

Indiana 

Y 

Y 

Y 

Iowa 

N 

Y 

N 

Kansas 

Y 

V 

Y 

Kentucky 

Y 

Sometimes 

Y 

Louisiana 

Y 

Y 

Y 

Maine 

Y 

Y 

Y 

Maryland 

Y 

Y 

Y 

Massachusetts 

No response 

.No response 

No response 

Michigan 

N 

Y 

Y 

Minnesota 

Y 

Y 

Y 

Missississpi 

Usually 

N 

Y 

Missouri 

Y 

Someitniet 

Y 

Montana 

^ 

Y 

Y 

Nebraska 

N 

H 

N 

Nevada 

No response 

No response 

No response 

New Hampshire 

No response 

No response 

No response 

New Jersey 

Y 

Y 

Y 

New Mexico 

Y 

Y 

Y 

New York 

Y 

Y 

Y 

North Carolina 

Y 

Y 

y 

North Dakou 

N 

N 

N 

Ohio 

Y 

Sometimes 

Y 

Oklahoma 

Y 

Y 

Y 

Oregon 

N 

Y 

N 

Pennsylvanu 

Y 

N 

N 

Rhode Island 

Y 

Y 

N 

South Carolina 

Y 

Y 

Y 

South Dakou 

Wa 

Often 

N/a 

Tennessee 

Y 

Y 

Y 

Texas 

Y 

N 

N 

Uuh 

N 

Y 

Y/Consuiunu 

Vermont 

Y 

Y 

Y 

Virginia 

N 

V 

Y 

Washington 

N 

Y Ma|or projectai 

Y 

West Virginia 

N 

N 

N 

Wisconsin 

Y 

V 

Y 

Wyoming 

Y 

Y 

y 

DC 

Y 

y 

Y 


Y= 33 Y-3: Y» 34 


Capital BwdfcCinf in the States: Paths u> Sue*. 



84 


Table 9 

Program Objectives Met Through Project Requests 


Stite 

How Do You Ensure That Procrani Obiectites Arc Met Throuch Project Reaucsts? 

AUb&mi 

Al«skj 

Ahzoni 

Aiiunsu 

CaUfomu 

There is no formal process in place 

No process currently exists for measurement 

Adminitcntion Department analyzes project requests in terms of program objectives and fiscal impact 

Monitoring by Office of the Budget. 

Thiouch (nansKcment coordirulion and communication. 

Coiondo 

Connecticut 

DeUwtre 

Ronda 

Georeia 

There is no formal process in place 

Through agency reports after coniinjcuon 

No response. 

Through a review of release requeait 

Budeei analysts screen requests 

Hawtu 

Idaho 

llhnou 

Indiana 

Iowa 

Budget and Finance analyzes request and evaluates project. 

First planning phase determines program needs 

Bureau of Budget review 

Varies with project. 

Monitored by deoanmenta 

Kanaai 

Kentucky 

Louiiiana 

Maine 

Maryland 

Budget analysts make sure ihsi program objectives are met. 

Require written juttificauon 

Budget analysis review requests 

Department of Administration and Control Projects 

Review and analysis bv the Deoanment of Budget and Fiscal Planning 

Muiachuteoa 

Michigan 

Minnesota 

Miaiiaiippi 

Miasoun 

No response. 

A project program statement is reviewed before architecture plans are initiated 

No formal process exiaia 

By performing two separate reviews per account. 

Requesta must exolain how program obiectivcs are met. Reouesu ar>d obicctivea are ihoreughlv reviewed 

Montana 

Nebrtika 

Nevada 

New Hampahire 
New Jcnev 

Arch. A Eng. reviews and pnonuies requesu. budget office rrytews; and Gov. recommends scuon lo Leg 

No formal process, but Budget Office conducta analyaia as needed. 

No reaponse. 

Budget Office review 

Budget office conducts analysis, audita, studies 

New Meuco 

New Yoft 

North Caroliru 

North Dakota 

Ohio 

Arulyst reviews requests Agencies tuning to implement marugement system through goals and oojecii^es 
Through annual budget request 4>udgei recommendauon procesi by budget sufT 

Office of State Budget and Marugement rrvHrwa and analyzes requests 

No response. 

Office of Budget and Marugcmcnl and kguUirve nvicws 

Oklahoma 

Oregon 
Pennaylvania 
Rhode Island 

South Carolina 

No reaponse. 

No response. 

No reaponse. 

Budget aiulyrts and policy auff review 

Review by engineers. Legulaiivc Council Suie Reori Commission, and agenev i internal auditors 

South Dakota 

Tetuieascc 

Texas 

Utah 

Vermont 

No response. 

Through team and committee work 

LcgislaLive Budget Office reviews analyses 

Through analysis 

No formal process 

Virguua 

Washington 

Wert Virginia 

Wisconsin 

Wyoming 

No formal proceaa exisu 

Review by program arulysu and technical budgrt sufT 

No response 

Review by program analyau. 

Through informal aaaesament. 

DC 

Project objective! are matched wuh kmg-term comprchcsuive plan objectives dunng evaluation 
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Sute 

Aiibamt 

Aiiskl 

Anzoni 

Arkansis 

Cabfomg 

Cokondo 

Connecticut 

Delawan 

Rorida 

Georgia 

Hawaii 

Idaho 

(llinoii 

Indiana 

Iowa 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

Missouri 

Manta nt 

Nebraska 

Nevada 

New Hampshire 
New Jenev 
New Mesjco 
New York 
North Carolina 
North Dakou 
Ohio 

Oklahoma 

Oregon 

Pennsylvania 

Rhode Island 

South Carolina 

South Dakou 

Tennessee 

Texas 

Utah 

Vermont 

Virginia 

Washington 

Weal Virginia 

Wisconsin 

Wyoming 

DC 


Table 10 

Estimating Project Cost 

How Do Y ou F.ttif naie The Cost (K Capital Proietta? 

By agencies with assistance of arehttects and engineers 
Based upon past history and/or engineering estimates 

Agencies prepare estimates and Facility Management Division verifies costs using reports and sundards 
Cost estimates submitted by agencies and reviewed by Building Services Agency and Budget Office 

Cost estimates based on time and materials and arc updated after preliminary plans and drawings 

Usually square foot estimates with percentages for fees, contingency etc. 

Cost estimates are prepared by the Department of Pubbe Works and the requesting agency 
Estimated both as one-time appropriation and phased in based on size/unique aspects of project 
Determined by agency based on national figures and revised by recommendations by Dept General Serv 

Estimates prepared bv agencies, by business managen or afchueccs/eneineers depending on proiccc 

By user agency. 

Esiimaiea from agency suff often from a study prepared by archiiccl pnor to budget request 
Central construction agency makes estimates 
Primarily by entities submitting project requests 
Quote from outside source 

By agencies, architects and Division of Architectural Services using construction and msienal indices 
Division of Engineenng projects most cotu 
By sufT architects and engineers. 

By staff and Department of Administration architects and engineers 

Department of General Services reviews and modifies agenev esumate based on comparable proiecis 
No response. 

As a function of average square foot costs «n the planning phase bated on arch planning documenis 
Requesting agency either in-house or by coniulunu 
By using tundard industry firunce procedures 

Agenev enginecn and architects use standard mduttrv estimating procedures Div of Deiign Sc Consirj-i ex 
Cost guides generally provide (he cost basu Estimates vary from unit costs to square foot costs 
By agencies, with aasistance of eensuitanta if neceasary 
No response. 

Covemor selects projecu to be formally estimated 

Moat agencies develop estimates with Division of Budding and Construction or through own staff 
By agencies, assisted by cost esiunatora. archnecu. and engineers 

Oeaign*<onstrueuon agencies provide preliminary cstimatea based on surveys and review of facilities 
Office of State Constniction esumaies must accompany all requesu. 

Agencies prepare csbtnatcs with architects and engineers 

Iniuallv by agCTciei with input from Division of Pubbe Works and architecu 

Initially by agenciea. polenual vendon. architects, engincen Reviewed by coniiruct staff and Siiie Finar.e 
By consultant professional cost esumaton 

Using agencies use various methods such as cow standards and agency architects/engineen staff 
Most agencies develop esumaies through own su/T 
By agency with assistance of architects and engineers 
By architectural and enguieenng csittnaics of project 

By departments, coniullants. capital projects and Finance and Administration suff 
Requesting agencies submit project inalytcs lo legislative and cxecuiive budges offices 
Professional consultants project costs 
By state engjnecn and consultant engmeert 

Requesting agency develops the estimate and Oepenmcnia of Budges and General Services review a 
Life cycle cost anaiyiis/vatue enginecrvtg basis for caunsiea'professionsl otimators 
Architects/engineers. coniulUnu and ipeciabsts prepare estimates 
Estimatea based on hiitoricel data on past projects nauonal caumaung guides 
Estimaica prepared both ut-house and extemaUy 

By coil esiimaiore ind (he Depsrimeni of PuMw Works 
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Table 11 

Cost ElMimating Methods 
What Are The Methods Used To Estimate Costs? 


Siiif 

Methods Used: 

Cost Standards 
Buildina Type 

Spare Utiliutkin 
Standards 

Cost 

Ootioni 

Lire-C>cle 

Cnsii 




Y 

Y 

2 



Y 

y 




N 

Y 




Agencies may use 

s 




Y 

\ 

Colondo 

N 

Y 

Sometimes 

Required '»oi Enii>rjcj 

Connecticut 

Y 

Y 

Y 

y 

Delaware 

Y 

Y 

Y 

Y 

Flonda 

Y 

Y 

N 

Y 

Ccoreia 

Y 

Y 

Sometimes 

Y 

Hawaii 

Y 


N 

S 

Idaho 

Y 

Y 

N 

Y 

Illinois 

Y 

Y 

Sometimes 

Y' 

Indiana 

N 

Y 

Y 

N 

iowa 

Y 

Y 

Y 

S' 

Kansas 

N 

'I 

y 

Y 

Kentucky 

Y 

Y 

N 

N 

Louisiana 

Y 

Y 

Y 

Y 

Maine 

Y 

Y 

y 

Y 

Maryland 

Y 

Y 

Y 

N 

Maiuchuaetla 

No response 

No response 

So response 

No response 

Michigan 

Y 

Y 

Y 

Y 

Minnesota 

N 

N 

N 

N 

Mississippi 

Y 

Y 

Y 

N 

Missouri 

Y 

Y 

Y 

y 

Montana 

Y 

N 

N 

s 

Nebraska 

Y 

N 

N 

N 

Nevada 

No response 

No response 

No response 

No response 

Sew Hampshire 

Y 

Y 

Y 

y 

New Jersey 

Y 

Y 

Y 

N 

Sew Meaico 

Y 

\ 

Someitmes 

Sometimes 

New York 

Y 

Y 

Y 

N 

North Carolina 

Y 

Y 

y 

Y 

North Dakou 

Agencies may use 

Agencies may use 

Usually not 

N 

Ohio 

Y 

Y 

Sometimes 

N 

Oklahoma 

Y 

Y 

Y 

YN 

Oregon 

Y 

Y 

Y 

Y 

Pennsylvania 

Y 

Y 

Y 

Sometimes 

Rhode Island 

N 

Y 

N 

N 

South Carolina 

N 

N 

N 

Y 

South Dakou 

N/A 

Y 

N/A 

S.A 

Tennessee 

Y 

Y 

y 

Y 

Texas 

Y 

Y 

y 

Y 

Uuh 

Y 

Y 

Y 

Y 

Vermont 

Y 

Y 

y 

N 

Virguita 

Y 

Y 

Y 

Y 

Washington 

N 

Y 

N 

Y 

West Virginia 

N 

N 

N 

N 

Wisconsin 

Y 

Y 

Y 

Y 

Wyoming 

Y 

Y 

Y 

N 

DC 

Y 

Y- 31 

Y 

Y» a; 

y 

Y-:9 

N 

v-:3 
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Tabic U 

Cost Estimating Methods: Part 2 
What Are The Methods Used To Estimate Costs? 



Project Future 

Clainu oo 

Sutc 


Future AouroDriaiions 

AkbuM 

N 

Y 

Aluka 

Y 

Y 

Ahzona 

N 

N 

Aricanm 

N 

N 

Califomu 

Y 

Y 

Colorulo 

Y 

Y 

Connecticut 

Y 

N 

Delaware 

Y 

Y 

Florida 

Y 

N 

Georffia 

Y 

Y 

Hawaii 

Y 

Y 

Idaho 

N 

N 

lUinoia 

Y 

N 

Indiana 

Y 

N 

Iowa 

Y 

N 

Kanaas 

Y 

Y 

Kentucky 

Y 

N 

Louisiana 

Y 

Y 

Maine 

Y 

Y 

Maryland 

Y 

Y 

Masuchuaetls 

No response 

No response 

Michifan 

y 

Y 

Minnesou 

Y 

N 

Mississippi 

Y 

Y 

Missouri 

Y 

Y 

Monuna 

Y 

N 

Nebraska 

N 

N 

Nevada 

No response 

No response 

New Hampahire 

Y 

Y 

New Jersey 

Y 

y 

New Meuco 

Y 

N 

New Yorti 

Y 

N 

North CarotijM 

Y 

N 

North Dakota 

Y 

N 

Ohio 

Y 

N 

OkJaKoma 

Y 

S 

Oregon 

Y 

Y 

Pennsylvania 

Y 

N 

Rhode Island 

Y 

N 

South Carolina 

y 

N 

South Oakou 

N A 

N 

Tennctiee 

Y 

N 

Tezu 

Y 

N 

Utah 

Y 

N 

Vermooc 

Y 

N 

Virginia 

Y 

N 

Washington 

Y 

N 

West Virginia 

Y 

N 

Wisconsin 

Y 

Y 

Wyoming 

Y 

N 

DC 

Y 

Y 


Y=43 y-i» 
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Sme 

AUbanw 

AUiU 

Anion* 

Ark*nus 

Cilifomia 

Cok)ndo 

Connecticut 

DeUwtre 

Hond* 

Georcti 

Hiwtu 

l(l*ho 

lUinou 

Indun* 

[owi 

Kiftus 

Kentucky 

Louuiint 

Miine 

MifvUnd 

Mtauchuteoi 

Mtchi|an 

Minnetoca 

Miaiuiippi 

Muioun 

Montana 

Nefaruki 

Nevada 

New Hampihire 
New Jenev 
New Meuco 
New York 
North Carolina 
North Dakota 
Ohio 

Oklahoma 

Oregon 

Penniylvania 

Rhode Uland 

South Carolina 

South Dakota 

Tenneasee 

Texai 

Utah 

Vermont 

Virginia 

Washuigton 

Weat Virginu 

Wiaconfin 

Wyoming 

DC 


Table 13 

Formal Reportiiif Syston To Track Capital Projects 

Do Yob tUy A Formal RwNwtiM Smaa To Track Chpkal ft-piteti? 

No formal ayactn. 

Agenewa and Ihc budga office oompleu a ea^ai authonaaiion ttatua rtpoit. 

Projecta reviewed by legialaturc 
No formal lyitem. 

State Public Worka Board and Joint Leeitlauve Budget Commiaoe. 

Dept of Admimstrmtion rcviewt tome eontrmeta and venfica fund avaalabilky. 

No formal lyatem. 

Development Office/D^ of Adm Servioea approves expenditure*, conanction. and moneors pregreas 
Covemor'a Budget Office and agency provide an annual analyiia on progrcaa of project at various phases 

Each aecTKy has trackint proceis 

Planning, design, and project coordinator brsncbca of agency 
Diviauri of Public Works tricks projects 
No formal lyuem. 

Entity receiving appropriationa has major tmekinf responaibiiiiy. Public Works Division also tracki projecu 
Agenciei either information and LegtaUove Capua) ProiecM Comir^*^ teviewa s. 

Governor 's budget report includes deacriptsons of all projects Archdectufsl Servicea trseks all projects 
Governor I Office for Policy and Management picpaiea annual report for legitlatuie. 

Office of Facility Planning and Control oversee* project. 

Agencies end Department of Adrmnistnbon crack projecta 
General services and budjei office update database 
No response. 

Depertment of Management and Budget reviews architectural plant, monitor* appropriatsona. 

Division of Budding and Construction prepares <)u*flerly status repona. 

Bureau of Buildings trseks projects 

Computertxed infermstion tyttem providca information on cech proiect. 

Architecture and Engineering administers all projects, budget office iiscka appropnationt. 

Quarterly tutus reports are prepared 
No response 

Agencies prepsre status reports. 

A formal proiect trscktnt tvstem is being developed 

Capital project moiutonng lynem tracks funds expended end progrcaa lo date on a semi annual baau 
The design-eonstruction agencia monuor design and coruirucbon. the cbenl agency reviews. 

Office of Stale Budget and Managenieni and Stiuc Construction ovenec fiscal and quality assurance 
No formal lystem. 

Office of Budget and Manaecment with State ContfoUmt Board approve all rekescs of capita] funds 

Office of Public Afl&ir* and Office of State Finance administer funds and reports. 

Management by ageiKy. design review by Capdol naruung Comnuasion. 

Office of the Budget mauitaiiu a status report 

Building Code Commusion and depanmervs track progrea* 

State Engin eers Office aaiiit in biddinc. plannmi and approval 

Stale Engineer* Office and Commtsiioner of Adminiaoution moiuror p i o j ec a . 

Project management and monitoruig by Capeal Projecta Management and France and AdmiruitraDen 
Requesting agency oversees the project 

Dtv. of Fscilibes Construcuen and Mngt . Div of W«icr Resources, and Dept, of Transpoitation track prnjeti-u 
Depaitment of State Buddings tracks cost* 

Agency and Dept, of General Services prepsre a prog re a * repon on scmi-annuai basic for kgisUiura 
Executive and iegulature review, reporting syncm in development 
No formal lystem 

Division of State FteditiCi Maiugcmcni 
No formal ayatem 

Implementcr tracks status, user does idc vw*s. financial officer cxecuus budget scoen and financing 
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PHtOm 

Capital Budf ctinf in Ch* Stats 


Section 4 


Capital 
Financing: 
Tables 14-17 


After prioritis are estabtbhed. stats took at how to finance a project. 
Scats' financing options are often dependent upon legal limits on debt 
levels or the ability to incur debt. Other restrictions include scarcity ot 
general revenues as well as policy decisions to maintain certain debt 
levels in light of bond ratings. 

As Table 14 shows, states often look at the amount of general fund 
resources available for projects through an analysis of funding 
availability. In some cases capital allocation is derived from the total 
revenues available less operamg requirements. Due to severe fiscal 
constraints, some states have virtually eliminated the use of general 
funds for capital projects in recent years. 

For states that have an option to debt finance, the issue of whedier to 
fund a project through cash or bonds arises. Table 14 illustrates how 
decisions on project financing depend on such faaors as funding 
availability, the size of the projea. the type and life of the projea. tax 
laws, and the likelihood of voter approval for the projea. 

Another financing decision states face is whether to own or lease a 
facility. Most of the states that have a policy regarding this decision 
compare the life*cycle costs of the two options in deciding whether to 
own or to lease. Most states do not explicitly consider the impaa on 
the local property tax base ui the decisioo. 

In addition to general obligation bonds, states also include revenue 
bonds in the regular capital budget process. From a debt perspeaive. 
coordinating various debt issues would provide a state with a beoer 
picture of total debt For states that debt finance, there is often the need 
to finance a projea on an inienm basis until the bonds can be issued 
Table IS shows that about half the states use treasury loans as an 
interim form of financing Other interim financing options used by die 
states include special funds, pooled investments m California, bond 
anticipation notes, and muter note financing in Kentucky. 

In funding capital projects through debt financing, debt service expense 
becomes a fixed cost m the operating budget and. if excessive, can limn 
future options. States build discipline into their debt financing decisions 
through such means as user fee financing whenever possible as shown m 
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Part One 

Capita] Budfetifig in the States 


Table 16 About half the states have the users of approv7d facilities 
participate m paying for debt service. Some states require private sector 
participation in certain capital projects. The types of projects most 
likely to have private seaor participation include economic development 
projects and build-tO'Suit projects with an option to buy About half 
the states compare debt service expense with the net operating impaa 
and changes in revenues and expenditures of the projects funded. 

States make decisions on the amount of general funds to allocate for 
debt service based on available revenues as well as 
statutory/consticutional debt limits. As Table 17 shows, about 
(wO'thirds of the states have limits on the amount of debt service or 
authorized debt. The limits vary across states, with a range from no 
general obligation debt to fifteen percent of available revenues for debt 
service. Limits on authorued debt also range from no allowable debt to 
a dollar amount such as SSOO.OOO or percentage of income or revenues 
Other limits are waived with the requisite voter approval. Limits on 
revenue bonds are less frequent and when they exist, the limits tend to 
be dependent on various issuing authorities. As an approach to setting 
targets for debt, about half of the states start the capital budga process 
with amounts based on funding sources such as total general obligation 
bonds, total debt service appropriation, and total cash appropriation for 
capital projects. 

Good Practices • Define (he factors to oinsidcr in decisions of whether to own or 

lease. 

Factors to consider include lifecycle costs and the impact on local 
property taxes 

• Develop a clear debt policy. 

With the trend towards more of state expenditures in the entitiemeni or 
manduory category, states limit their flexibility when debt service 
exceeds a comfonabie portion of iheir operating budget. The debt 
service limits states set for themselves should be viewed in light of 
anticipated overall growth in the states’ revenues. 

• Review cost^benefil comparisoru for private seaor participation in 
capital projects. 

Opportunities to involve the private seaor would help target the specific 
benefits and costs of a projca. 
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Table 14 

Project Flnincsng 



Amotuit of General 

Use of Bonds 

Policy Own 

State 

Fuad DoUan Used 

Vs. Cash 

Vs. Lease 

Aiibifna 

Economic and political considerations 

Project SI 2 C 

Y 

Alaska 

AvaiWile Ttvenue minus operating 

Nature of project, availability of funding 

Y 

Aiuona 

Economic and political coniiderationa 

ConsbluDonal limit 

Y 

Ariunsas 

Financing structure, mechanism in law 

Legal provisions, availability of bond finance 

Y 

California 

Siatute/constitutional Umiis 

Potential for voter appioval. asset bfe. cash 

Y 

Colorado 

Transfen from general fund ui suiuie 

Legislation 

N 

Cotutccticut 

No response 

Si 2 c of request 

Y 

Delaware 

Economic conditions, funds svsilabie 

Federal tax laws, project scope, private involvement 

Y 

Florida 

At least 5% of general fiind growth 

Type of project 

\ 

Ceoreia 

Projected revenue minus ooeratinc 

No set policy 

S 

Hawaii 

Availability of funds 

Nature of project, available funds, debt limits 

N 

Idaho 

Surplus funds when available 

Need. poLucal sppcel. svulabk cash 

N 

Illinois 

Prior yean, condition revenues 

Bondability guideliaca 

Y 

Indiana 

T)rpe of project and availability of funds 

Availsbility of funds, statutory ainhorty 

s 

Iowa 

Covemor'f recommendstion 

Governor s recommendation 

s 

Kansas 

Debt service commit, stat transfer highways 

Availsbility of funds, benefit spread 

s 

Kentucky 

Relative need venui dolUn svtilable 

Available cash, debt ceiling. Ufe-cycie of project 

s 

Louisiana 

Little general fiind used 

Expected life of project 

s 

Maine 

Debt service commitment 

Size of project 

\ 

Maryland 

Avsilsbilitv of funds, (VDC of oroiect 

Avsdabilitv of funds, pioiect tvpc 

s 

Massachuseoi 

No response 

No response 

No rcspnntc 

Michigan 

Project si 2 e-under S5 million 

Project size 

N 

Minnesota 

Judgement call 

Bond^ibty constraints 

N 

Mississippi 

No general fund 

All projects use bonds 

Y 

Missouri 

Financial health of state/other orioritiea 

Available fiinds/smount of state debt 

N 

Montana 

No general fund/Leg. may add general fund 

Size of project 

N 

Nebraska 

Availability of funds, project type 

Availability of funds, project type 

S 

Nevada 

No response 

No response 

So ITSponK 

New Hampshire Debt service only 

Economic situation, life of project 

Y 

New Jeraev 

Consider mandated costs and revenue oroi. 

Cos. iiic. purpose ofproica 

N 

New Meueo 

Availability of funds 

In process of review 

S 

New York 

General fiind 'laA in* source 

Type of project 

N 

North CaroliM 

Projected general fund balance 

Revenues produced and leg approved G 0 bonds 

S 

North Dakota 

Needs vs. funds 

AvstlabUjiy of funds 

N 

Ohio 

Funds available, tvoe of protect 

Proiect tvpc snd size 

S 

Oklahoma 

Funds available 

AmouiU of project, project type 

»« 

Oregon 

No response 

Cash svaiisbilay 

Y 

Pennsylvania 

Projects usually financed with bonds 

Special IWid agencies wnh dedicated revenues 

s 

Flhode Island 

Funds available 

Most projects bond financed 

N 

South Carolina 

Allowable debt service 

Avadabdjiv of funds 

S 

South Dakota 

N/A 

Cash svadsbiiity 

Y 

Tennessee 

Cash available after operating 

Cash avadsbiiiiy 

Y 

Texas 

Legislauve pnoriiiea 

Legisisijvc prwnlica 

Y 

Utah 

Executive decision 

Esacuuve decision 

Y 

Vermont 

Rarely use eeneral funds 

Bondini lUMklincs snd tax laws 


Virginia 

Judgement call 

FinancisJ (casbiiity. availability of revenues 

S 

Wuhington 

Funds available 

Fuadaif source 

N 

West Virginia 

Estimated cost 

Lcfislaij'C sudioruaDon 

N 

Wisconsin 

Priontiea of Governor. Legulacure. & Comm 

Buddeig eommiasion acuoe 

Y 

Wyoming 

Gubematonal/lcgislative pnontics 

avaiiabiiay of funds 

s 

DC 

Repairs not qualifying for bonds 

of project 

Y 


> * I 
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Ttbk 15 

Project niufidng: Part 2 


>«at« 

Use or 

Treasure Loans 

toclude Revenue Bonds 

In Caohal Process 

Interim 

Fiaancina Methods 

AUbtma 

N 

Y 

N 

ALjftka 

Y 

Y 

Gcnenl fund 

An/ona 

N 

N 

N 

Artunui 

N 

Y 

N 

California 

Y 

Y 

Plannine funds. oooled invest 

Ciilorado 

Y 

Y 

N 

Connecticut 

Y 

Y 

Bond Anticipation Notes 

Delaware 

No reaponae 

N 

Local school funds 

Flunda 

N 

Y 

Cenersl fund, special uxes Educjiinn 

Georcia 

N 

Y 

N 

Hainan 

Y 

Y 

Treasury loans B.aNs 

Idaho 

Y 

Y 

Permanent Building Fund GA 

llimois 

N 

N 

N 

Indiana 

N 

N 

N 

Iowa 

N 

Y 

Internal funds 

kantas 

Y 

Y 

N 

kcntuckv 

Y 

Y 

Master note financing ads re.e;v 

Louiitana 

Y 

Y 

Loans 

Maine 

Y 

Y 

Bond Anticipation Notes 

Maryland 

Y 

Y 

Adv funds consol bond orocerds 

Maaaachuieaa 

No response 

No reaponae 

No response 

Michigan 

Y 

Y 

General fund 

Minneaoij 

Y 

N 

N 

Mitsissippi 

N 

N 

N 

Misaoun 

N 

Y 

N 

Montana 

N 

Y 

Cash 

Nebraska 

N 

Y 

N 

Nevada 

No response 

No reaponae 

No response 

New Hampshire 

N 

Y 

General fund 

New Jenev 

Y 

N 

N 

New Mekico 

N 

Y 

N 

New York 

Y 

Y 

Tax rate loan, commerc, a! paper 

North Carolina 

N 

Y 

N 

North Dakota 

N 

N 

N 

0‘-.io 

N 

Y 

N 

Osjhoma 

N 

Y 

N 

Oregon 

N 

Y 

Internal loans 

Pennsylvania 

N 

N 

Bond Anticipation Notes 

Rhode Island 

Y 

N 

Bond Anticipation Notes gene.’s: 

South Carolina 

Y 

Y 

Bond Anticipation S its 

South Dakou 

N/A 

N'A 

N. A 

Tennessee 

Y 

Y 

N 

Texas 

N 

y 

N 

Utah 

Y 

Y 

Cash (low Treasurer 

Vermont 

Y 

N 

Bond Anticipation Notes- eenen '.nj 

Virginia 

Y 

Y 

Being developed 

Washington 

N 

Y 

N 

Weal Virginia 

Y 

Y 

Treasury loam, notes 

W isconsin 

Y 

Y 

N 

Wyoming 

N 

Y 

N 

D C 

Y 

Y=;4 

Pmc30 

N General fund pooled ..asn 

Y»36 
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Table 16 
Debt Service 



Users Pay 

Compare Debt Service 

User Fee 

Private Sector 

State 

Debt Service 

to Revenues & EsDeiid. 

riaauriae 

PartkiDatinn 

AUbttna 

Sometimes 

Y/N 

Sometimes 

Y/N 

Alaska 

Y 

N 

Y 

Y 

Arizona 

Y 

Y 

y 

N 

Arkansas 

Y 

N 

Y 

N 

CtUfomia 

Y 

Y 

Y 

Y 

Colorado 

Y 

No response 

Y 

? 

Conncccicui 

N 

No response 

y 

VN 

[>c laws re 

Y 

Y 

Y 

\ 

Florida 

Y 

N 

Y 

N 

Georgia 

N 

N 

Sometimes 

N 

Hswsu 

Y 

\ 

Y 

V 

Idaho 

Sometimes 

Y 

Sontetifnea 

s 

Illinois 

N 

Y/N 

Y 

N 

Indiana 

N 

y 

N 

N 

Iowa 

Y 

Y 

Y 

N 

Kansas 

Y 

S' 

Y 

N 

Kentucky 

Y 

N 

Y 

>■ 

Louisiana 

Sometimes 

N 

Y 

N 

Maine 

Sometimes 

Y 

Sometimes 

s 

Maryland 

N 

N 

Y 

Somci.nei 

Maisachuseiu 

No response 

No response 

No response 

No respooK 

Michigan 

Y 

N 

Y 

N 

Minnesou 

Sometimes 

Y 

Sometimes 

Sometimes 

Mississippi 

Y 

Y 

Y 

N 

Missoun 

N 

Y 

N 

N 

Monuna 

Sometimes 

v 

Y 

Somcl.mcb 

Nebraska 

Y 

N 

Y 

N 

Nevada 

No response 

No response 

No response 

No respii'ic 

New Hampshire 

Y 

y 

Y 

Y 

New Jersey 

N 

s 

N 

N 

New Mexico 

M 

s 

N 

N 

New York 

N 

N 

N 

S 

North Carolina 

N 

N 

Y 

N 

North Dakota 

Y 

N 

Y 

Y 

Ohio 

N 

N 

N 

Sometimes 

Oklahoma 

V 

V 

Y 

v 

Oregon 

Y 

Y 

Y 

s 

Penniylvinia 

N 

S 

N 

s 

Rhode Island 

N 

Y 

Y 

N 

South Carolina 

Y 

Y 

Y 

S 

Soudi Dakou 

Woject by project 

Project e* project 

Project by project 

Project b» rf 'Cvi 

Tennessee 

Y 

Y 

Y 


Texas 

N 

Y 

y 

N 

Utah 

N 

Y 

Y 

N 

Vermont 

Y 

Y 

N 

Sorr Climes 

Virginia 

Y 

7 ^ 

Y 


Washington 

Y 

N 

Y 

N 

West Virginia 

Y 

Y 

Y 

N 

Wisconsin 

Y 

Y 

Y 

N 

Wyoming 

Y 

Y 

Y 

S.' 

DC 

N 

Y 

N 

't 


Y*:6 Y-:6 Y = 34 Y-10 
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Tabic 17 

Debt Manasement 



Policy ID Limit 

Policy to Liokit 

Moody's 

Slete 

Debt Sereke 

Autborited Debt 

G.O. Rating 

Auoemi 

N 

N 

Aa 

AU»ll« 

Based on oil revenuer 

N 

Aa 

An/ona 

N 

GO debt limit of S3SO.OOO 

No G 0 debt 

ArVjntai 

N 

N 

Aa 

CaM.'mi* 

N 

N 

Aaa 

C>’i-'rido 

No general obligation debt allowed 

No G.O. debt allowed 

No G 0 oebt 

C.innL'Ciicut 

N 

N 

Ai 

Delaware 

1S% of genenl fund 

3% of revenue 

Aa 

Flv'nda 

N 

50% of tax revenue preceding 2 yr. 

Aa 

CcofL’ia 

Y 

y 

Aai 

nawaii 

15% ot revenuea 

Y 

Aa 

Uaho 

N 

N 

No C 0 debt 

lltlDilIt 

N 

N 

Aa 1 

Indiana 

N 

No C 0 debt allowed 

So C 0 debt 

iKua 

N 

GO bond limit of S250.000 

No C 0 ocH 

Kansas 

N 

SI mUbon limit w/o voters 

So C 0 Jem 

Kentucky 

N 

CO bonds S500.000 

Aa 

Louisiana 

10% of 3 yr av revenues Bond Jk Redempi Fund 

2 tifnea 3 yr. av. bond revenues A redempt funds 

Baal 

Maine 

N 

N/Ccneral FundtSlSO million on revenue bonds 

Aal 

Marvland 

S% of available revenuea 

G O debt at 3 2% of income 

Aaa 

MaisachuactU 

No responae 

No reaponM 

Baa 

Mii.'hi|;an 

N 

Cap on bonda 

AI 

MinneioLa 

3% of general fund unrectrteted reccipu 

N 

Aa 

Mississippi 

3-1% 

1 5 times If revenue praoeding 4 yr 

Aa 

Misseun 

N 

State emsutution and statute 

Aaa 

Mnniana 

N 

N 

Aa 

Sehriska 

N 

N 

So 0 0 debt 

Nevada 

No responae 

No response 

Aa 

Sew Hampahirt 

N-Informal 

10% of genenl fund revenue 

Aa 

Sew Jersev 

N 

N/C 0 Yl^evenuca baaed on laiutnt aulhontv 

Aaa 

Nevs Mexico 

1 % of tiJuibk property aubiect to property tea 

Y 

At 

New York 

N 

Sutmory bmea C O. bonda 

A 

.North CaroliAi 

N 

Voter approval 

Aaa 

North Dakota 

N 

N 

Aa 

Ohio 

3% of annual teneral fund exoenditum 

Lenekbve aimroval 

Aa 

Oklahoma 

N 

N 

Al 

Ore^'ori 

N 

Deurmificd by Trcsaurerl.<fislaiure 

Aa 

Pennsy Ivana 

N 

N 

Al 

Rhode Island 

N 

C O bonda must be approved by voters 

Aa 

So-jih Caroliru 

3% of orior veer's revenues 

Function of debt service 

Aaa 

South Dakota 

N/A 

N.A 

No C 0 arm 

Tennessee 

Y 

150% of revenues bom previous year 

Aaa 

Texas 

N 

No respoHM 

Aa 

L'uh 

N 

Based on total asses sod value of property 

Aaa 

Vermont 

N 

Debt AfTordabilmr Comminac reviews debt 

Na 

Virgina 

N 

1 15% umes evertfe annual revenues 

Aaa 

Waihinfion 

7% of revenues 

Lcfvisijvc approval 

Aa 

West Virginia 

N 

N 

AI 

Wisconsin 

3 to 4% of revenuea 

Y 

Aa 

Wyoming 

1 % of aaacued value of taxable property 

1 % of aisceaed value of taxable property 

No C 0 JeM 

DC 

14% 

N 

Baa 


Source Moody t Muntcipel Credit Report. November 12. 1991. 
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Part One 

Capital Budgeting m the States 


Section 5 


Asset 

Management: 
Tables 18-19 


Good Practices 


States often use inventory systems to track the status of existing capital 
assets. As Table 18 shows, almost all sures mairaain a data base 
inventory for capital assets. In about one-third of the states, the 
inventory systems assess the condition of facilities, while about 
two-thirds of the stams use building maintenance standards. The 
frequency of updating d^ bases ranges from continuously to every 
three years. 

Some states charge rent to departments in order to finance maintenance 
and improvements to facilities. In about two-thirds of the sutes. 
departments are charged rent and the rent is used for building 
maintenance. Other funding mechanisms available for maintenance 
include building renewal funds, dedicated building funds, maintenance 
reserves, and revolving ftinds in addition to general funds as shown in 
Table 19. In about two-thirds of the states the current priority in 
appropriations is for maintenance rather than new consmiction. 


Maintain an updated iavaitory system of capital assets. 

States should review the adequacy of the information and include the 
condition of the facilities. 
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Tftbte 1$ 

Asset Muufemcsil 



Data Base 

HtfwOAca 

Priorky Betweca 

Charge Rent 

Stite 

loTcotorr 

Data Updated 

Maial & New Facilities 

To DcDartmeots 

At«b«mi 

N 

N/A 

Based on need 

Y 

Alukj 

Y 

Now curreni 

Maintenance 

N 

Amoru 

Y 

Yeariy 

Maintenance 

Y 

Art&nu* 

Y 

Kept by Bldg Servicea 

Baaed on need 

Y 

Ctlifomd 

Y 

Onaotne 

Maintenance 

Y 

Colortdo 

N 

N/A 

Project by project 

N 

Conneciicui 

Y 

Yearly 

Maintenance 

N 

DcUwirt 

Y 

Yearly 

Maintenance 

N 

Rondi 

Y 

Yearly 

Maintenance 

Y 

Cooreu 

N 

N/A 

New buildtngs 

Y 

Hawiu 

Y 

Continue ut 

W'lihm available funds 

N 


Y 

Yearly 

Maintenance 

Y 

IKinoii 

Y 

Conatant 

Hal/ appropruuon 

N 

India ni 

Y 

Ongoing 

Depcxtda 

N 

Iowa 

N 

N/A 

New buildinsi 

N 

kanut 

Y 

Yearly 

Mamie nance 

Y 

Kentucky 

Y 

Conunuoua 

Mamienancc 

Y 

Louisiana 

Y 

No response 

Maintenance 

Y 

Maine 

Y 

Yearly 

Maintenance 

Other than general fund 

MarvLand 

N 

Every 3 vr 

Depends 

Y 

Maiaachuseos 

No reaponae 

No response 

No response 

No response 

Michigan 

Y 

Depends on ttaff 

Maintenance 

Y 

Minneaoia 

N 

N/A 

New conatrucuon 

Y/N 

Miiiiaiisspi 

Y 

Every 1 yr 

Depends on future impact 

Y 

Misaouh 

Y 

Yearly 

Maintenance 

Y 

Montana 

Y 

No reapofiae 

Maintenance 

Y 

Nebraska 

N 

N/A 

Baaed on need 

Y 

Nevada 

No mponae 

No response 

No response 

No response 

Ne>»< Hampshire 

N 

N/A 

Maintenance 

Y 

New Jerwv 

Y 

PerMdicaUv 

Maintenance 

N 

New Meajco 

Y 

No respofuc 

Based on need 

N 

New York 

Y 

Every t yr 

Mauttenance 

Y 

North CaroUna 

Y 

Every 3 yr 

Depends 

N 

North Dakota 

Y 

Yearly 

Maintenance 

Y 

Ohio 

Y 

Yearly 

Maintenance 

Other than tenerti fund 

Oklahoma 

Y 

Yearly 

No response 

Y 

Oregon 

Y 

Being developed 

Maintenance 

Y 

Pennivlvania 

Y 

Yearly 

Not esublished 

N 

Rhode Island 

Y 

Developing/ Continuous 

Based on need 

Y 

South Carolina 

Y 

As needed 

Depends 

Y 

South Dakota 

Y 

No response 

Msintcnance 

Y 

Tennessee 

Y 

In process 

No response 

Y 

Texas 

Y 

Continuous 

Maintenance 

N 

Uuh 

Y 

Yeerly 

Maintenance 

Y 

Vermont 

N 

N'A 

Need based 

Other than ecneral fund 

Virginia 

Y 

No response 

Maintenance 

Y 

Washington 

N 

N/A 

New conttrucbon 

Depends 

West Virginia 

N 

N/A 

Equal 

Y 

Wiaconsin 

Y 

Yearly 

Maintenance 

Y 

Wyoming 

Y 

Monthly 

Maintenance 

N 

DC 

Y 

N/A 

Maintenance 

N 
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Sutc 

Table 19 

Asset Managernent: l^rt 1 

Other Mechanisms 

For Maintenance 

Akbami 

Budget & revolving funds through rent 

Alaska 

N 

Arizona 

Building renewal funds 

Arkansas 

Y 

California 

N 

Colorado 

N 

Conncccicui 

N 

D«la%vare 

N 

Florida 

General fund 

Georgia 

ConimuatioA and imorovement hinds 

Hawaii 

Hospital, airport 

Idaho 

Operating budget 

tUinoii 

N 

Indiana 

Y 

Iowa 

N 

Kansas 

OeJicsied Building Funds 

Keniucky 

General fund 

Louis laru 

Operating budget 

Maine 

Operating budget. Dedicated Build Funds 

Maryland 

N 

Massa^huseru 

No response 

Michigan 

N 

Minnesota 

Pooled account for asset preservation 

Mississippi 

Y 

Missouri 

N 

Montana 

Opcraiing budget 

Nebraska 

N 

Nevada 

So response 

New Hampshire 

Operating budget 

New fenev 

N 

New Meuco 

Operating budges 

New York 

N 

Nonh Carolina 

N 

North Dakota 

N 

Ohio 

Oreniint budges 

Oklahoma 

Y 

Oregon 

N 

Pennsylvania 

N 

Rhode Island 

N 

South Carolina 

N 

South Dakota 

Genera, wod and other tf^ropnations 

Tennessee 

Revolving fund through rent 

Texas 

N 

Utah 

N 

Vermont 

N 

Virginia 

Msmicnancc reserve 

Washington 

General fund 

Wc« Virginia 

N 

Wisconsin 

Y 

Wyoming 

N 

DC 

N 
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Pan Two 

Case Studies in Selected States 


Section 1 


Defining Capital 
Expenditures and 
Protecting 
Maintenance 
Funds 


Question: How do you define or breakout your categories of capiul 
expenditures (e.g., renovation, nuintentnce, construction, 
planning)? What do you include as **capitar expenditures? Are 
you satisfied with your definition? Why or why not? 


Arizona There are two types of capital appropriations. The first is a statutorily 

prescribed *"building renewal** formula and the other type covers all 
odier appropriations in our Capital Outlay Act. “Building renewal* is 
defined in A.R.S. 41-790 to mean; 

Major activities chat involve the repair or reworking of a building, 
including the upgrading of systems which result in maintaining a 
building's expected useful li^. Building renewal does not include new 
construction, landscaping and area beautification, infrastructure 
replacement or repairs, routine maintenance, new paving resurfacing of 
an area that was not capitalized as pan of the original cost of the 
building, or demolition and removal of a building. 

The other type of capiul appropriation includes renovation projects, 
major systems repiacemem, design and/ or engineering fees, land 
acquisition, and new consiruaion. 

Operating budget agencies may expend resources for items related to 
capital facilities. MincN’ renovations, relocations, remodeling, paving, 
general maintenance, sutewide capital planning and inspections, and 
emergency infrastructure repairs are usually expended against the 
operating budget. 

Since legislative enactment of the building renewal formula \n 1986. the 
formula has never been hilly funded. For example, while the total suie 
general fund appropriation in the Capital Outlay Act for FY1992 is Sa 0 
million, the general funds '‘building renewal" formula allocation alone 
is targeted to be S22.9 million Accordingly, there are both insufficient 
general fund appropriations u) finance capital projects and no clear 
definition of capiul projects (other than building renewal). 


Pm« J7 
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Part Two 

Case Studies in Selected States 

Indiana 

Capital budgets include preventive maintenance, repair and 
rehabilftadoft. and construction. Preventive maintenance is defined as 
expenditures for the aonnal/roudne upkeep of existing structures. 

Repair and rehabilitation refers to infrequent upkeep or upgrading 
existing structures which may result in a change in the function of an 
asset. Construaion reftfs to expenditures resulting in a new fixed 
asseL 

Kansas 

There are four main capital improvement categories: rehabiliution and 
repair, remodeling, new construction, and razing. Debt service, 
regardless of the nature of the projea, is treated as a separate category 
Rehabilitation and repair includes all maintenance (major and 
emergency), restoracioa. replacement of fixed equipment, energy 
conservation, code comii^iance, re-roofing, and program requirements. 
Remodeling includes all major projects that substantially change the 
structure and use of existing focilities. New construction includes all 
new construaioo and building additions. Razing includes the 
demolition of existing facilities. Debt service, consistent with GAAP 
accounting principles, includes only the principal portion of the debt 
service payment for a projea. 

Rhode Island 

Maimenance is defined as all repair and renovation anivities dut do not 
alter the asset's original purpose or eapeacd useful life, while capital is 
defined as all activities associated with conscniciion. Capital includes 
renovations and repairs which alter the asset's original intended use or 
useful life. 

« QuesCion: Moa budset offtcUb recognize (he need for repair and 
maintenance actiTiUcs. Often, howercr, funds get diverted to other 
operating expenses or to remodeling, renovations, or construction 
projects. Have you addressed thb issue in your state? To what 
erred? 

Arizona 

Many of our facilities have structural and mechanical problems which 
cannot be addressed due to die lack of renewal and maintenance funds. 

To a large extent, preventive maintenance is not done on a routine 
basis. All of our available funds are used lo fix problems once they 
become emergencies. The 'building renewal” formula was an attempt 
to address the concerns of budget officials and fKility managers in ihe 
area of maimenance and repair, however, funds were not provided. 

The state's facility managers have done an outstanding job in fixing the 
building inventory on 'less than shoestring budgets” in the last five 
yean. 
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PtrtTwo 

Cam Studies iu Selected States 


Indiana 


Kansas 


The necessity to improve the method for determining hinding levels Ibr 
repair and rehabilitation led the Higher Education Commission, the 
State Budget Agency, and public institutions, with the support of the 
General Assembly, to study the condition of facilities and alternative 
public policies towards improving the conditions. A number of funding 
formulas used in other states were evaluated and changes were made in 
the way in which Indiana's public institutions report facilities inventory 
daa to the Commission. The fonnula recommended for use in Indiana 
public higher education derives from Michigan's fonnula. The basic 
premises are as follows; 

• The formula should be based on construction costs; 

• The formula should reflect current year building valuation; 

« 'The fonnula should recognize that as a general policy fewer resources 
should be directed to building renewal than the cost of building 
replacement; 

• 'The formula should recognize that older buildinp require 
proportionately more renewal funds than younger buddings and; 

• The formula should reflect the effects of building renewal projects 

already accomplished 

'The defimtioo for rehabilitation still has some *gray* areas as to 
whether this type of work should be included in capital improvements or 
the operating budget. For example, maintenance undertaken by the 
Department of Transportation, whether done with in-house soff or by 
oontract, is reported in the operating budget, whereas mainenance for 
other agencies is reported as a capital improvement. There does not 
^ipear to be any overriding concerns about the definibon of 
maintenance. 

Maintenance funds are proieaed for certain facilities through the use of 
dedicated sources of revenue derived from a property tax levy. 

Universities, state hospitals, state mental reflation institutions, youth 
ceoten. the School for the Visually Handicapped, and the School for the 
Deaf are included. In some years, correction^ faciJiiies have shared in 
the levy for state hospitals and related facilities, but now they have a 
dedicated portion of loacry and racing receipts. The Governor 
proposed to the 1991 legislature to dedicate another portioD of lottery 
and racing receipts to a new fund, named the General Facilities Building 
Fund, to provide a stable vMirce of financing for facilities belonging to 
ocher agencies such as the Dqianmem of Administration, Department of 
Agriculture, Adjutant General. Department of Wildlife and Parks. State 
Fair. Kansas Bureau of Invcsiigaiion. and Insurance Department. 
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Rhode Island 


PirtTwo 

Case Studia in Sdetsed Stales 


Repairs and renovations have usually been in the capital budget, with 
only minor repairs arMi preventive maintenance financed in the operating 
budget. This policy recited in postponing many repairs until they 
approached crisis proportions. Repairs at this stage became more cosdy 
and divened anention from establishing an ongoing inventory of repair 
needs. Furthermore, with bond funds being project specific, the state 
did not have the capacity to address emerging maintenance problems. 
Instead, items would generally be placed on bold for a subsequem bond 
issue. 

In recognition of this problem, asset protection legislation was enacted 
that dedicated a portion of tooery receipts for asset protection activities 
While reserving operating revenues for ongoing asset proteaion was a 
giant step forward, two issues plagued the program: (1) the lack of an 
inventory on the general condition of state assets precluded any needs 
evaluation process; and (2) the pressure to include remodelling which 
exceeded normal asset proteaion as an eligible aaivity. The asset 
proteaion program, which took effea July 1. 1986. survived until FY 
1991 when, with a S250 million state deficit, the reserved funding for 
asset proteaion was suspended 

Coincidentally, this state was in the midst of the FY 1991*2 biennial 
capital budget process In recognition of both asset protection 
requirements identified by- agencies in their capital budget requests and 
the suspension of asset proteaion funding over the two ensuring years, 
a $19.5 million two*year bonded asset proteaion program was 
presented to and approved by the voters in November 1990. As 
opposed to previous bonded maintenance, this issue is not projea 
specific and therefore provides flexibility to intervene in unanticipated, 
priority situations. 

At this juncture, mamtenance/assei proteaion aaivities will continue to 
be proposed fev bonding. Accordingly, state agencies are required to 
identify their current and projeaed asset proteaion needs as a distina 
element of the FY 1995-4 biennial capital budget. Along with setting 
priorities, maintenance needs must be identified as: (1) backlog 
requirements * needs as of FY 1992 and, (2) prospeaive requirements • 
ne^ projeaed yearly from FY 1993 to FY 1997. 

In summary, in an anempt to provide a continuous stream of operating 
funds for repair and renovations, statutory language was established 
specifying the proportion of receipts to be available for asset protection. 
This statutory language has been suspended, and to fill the financing 
void asset proteaion has been financed with general obligaion bonds. 
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Section 2 


Organization of 
the Capital 
Planning Process 


• Summary 

A capital budget begins with the state budget office preparing 
guideliaes, forms, instructions, and procedures that are then provided to 
Che individual state agencies to complete. State agencies request the 
capital improvement and constniaion budget for their agencies. 

Whether the capital budget is for only the budget period or if it is a six 
to ten year plan, the list of capital needs is generated at the state agency 
level. Generally speaking, a capital budget is done separately from the 
operating budget. Some states, however, submit both the operating and 
capital budget to the legislature at the same time while others actually 
submit the two budgets to the legislature at different times. 

Capital budgets include both renovations to existing buildings and new 
construction. New construction and improvements to existing buildings 
are usually all part of the same priority listing. Some states require 
agencies to plan fifteen years down the road although a shorter plan is 
actually submitted tt> the ttaie budget office. Generally, state’s with 
annual sessions look at needs five yean down the road; those with 
biennial budgets look at three biennia or six years total. 

In states where substantial planning is done, long-range plans do guide 
future yean signfficantly In states where documentation for the years 
outside the budget process is minimal, plans generally do not guide the 
future. States with well-established capital budgets require thorough 
documentation on the program need of the building, the use of the 
building, size, and structure 

Some of the elements that make capital budgets work include a clear 
understanding of the philosophy and the principles that are the 
framework of a capital budget Without a clear understanding of the 
principles, the process becomes haphazard and much more political. 
Thorou^ documentation, planning, and needs analysis are a must. This 
includes taking a tough stance on requiring agencies to document the 
need for the project. Expertise on capital coostnictioD is also needed. 
Whether the expertise of enginecn. architects, and cost estiraarors is a 
part of the budget office, part of a general services depanmcot. or 
contracted out, it is a necessary elemem of success. The expertise to 
evaluate projects and set prtoruia for the capital budget must be 
available to the budget office 
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Finally, the states most satisfied with their capital budgeting process 
have some method of keeping legislatures informed on the capital 
budget needs of the stae. Some staes have a formal comminee made 
up of individuals who are in charge of ffnancing projects, supervising 
construction of projects, or budgeting for the state. Committees include 
both the executive branch and legislative branch. Staes that have a 
committee in plKc report tha h lends credibility to the capital budget 
process, it tends to take politics out of the decision making process, and 
tha it is perceived as a ^r and equitable approach for scoing capital 
priorities for the stae. In staes that did not have a formal committee or 
commission to evaluae the capital budget, the budget ofRce or the 
person in charge of the coital budget always kept key l^laton 
informed. 


* Question: How does your state genenie a list of capital 
improvements and capital construction needs? 

Kansas 

Statute requires agencies to submit five-year facilities plans each yea. 
encompassing the fortha>ming budget yea and four succeeding budga 
years. 

Maryland 

Agencies submn requests for considenbon. The capita] budgeting 
process nins parallel to tbe budget process but is separate from it. 

Fonns are provided to the agencies to make tfaeir requests. 


Minnesota State agencies submit dieirrequeto on capital needs. Tbe capital 

budget guidelines, fbnss. and procedures are sent to the state agencies 
by the budget office Hie capital budget is a separate document from 
die operating budget and it is present^ to the legislature a a separae 
time. In faa, the budget office is attempting to change the timing of the 
operations and capital budgets so tha one year of the biennium, (tbe 
first year) operaing budgets would be pas^ by the legislamre and tbe 
seco^ year of the biennium (when only minor changes need to be made 
to the operaing budgets), the capital budget would be passed. The state 
of Minnesota is on a biennial budga system but its legislanire docs mea 
every year. When both budgets ae considered during the same 
legislaive session, die capital budga docs not receive a thorough 
bearing. EXiing the capital budga on tbe off year of tbe operaing 
budga would allow iegislaum tbe opportunity to do site visits. In 
research oonducted. a^t half tbe staes did capital budges and 
operaing budgets a the same time and the other half did them a 
different times. 
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Virginia 


A lift of capital projects is generated by soliciting request forms from all 
state agencies and institutions of higher education. 


* QiMMiaa: Are capital improvements to existing buildings separated 
from new construction needs? 


Maryland 

Major reaovatioiis are handled the same as new construction. A 
separate CacUicy renewal item in the capital budget handles projecs 
between StOO.OOO and Sl.000,000. 

Minnesota 

Improvements and new construaion needs compete for the same capital 
expenditure doUan. 

Virginia 

They are evaluated in the same manner based on the programmatic 
merit. Renovations compete with new construction for funding in the 
same plan. 


* Question: How docs your state approach multi-year planning for 
mgjor capital improvements and new constructionT 


Maryland 

The sgency's request uicluds us needs or imicipited needs over the 
nexl five years. The pian the agency submits reflects the way it would 
like to see reoovatioiu and new construction handled for their agency. 

That may tux necessarily he what the Capital Budget Office 
recommends; some projecu may be moved up, some may be moved 
back. 


Minnesota 

While state agencies do submit a six-year plan, the out-yean (those 
years beyond the actual budgeting period), are really only 'wish" lists 
and are not based on solid needs and thorough analysis. 


Virginia 

Agencies are required to be ihinlting of construction and renovxion 
plans ten to fifteen yean hence, though they submit a six-year plan to 
the state budget office. The sute of Virguua is on a biennial budget, so 
the six-year plan coven three bienma. Although the plans beyond six 
yean are not submitted lo the budget office, budga analysts visit each 
agency and talk about wb« the agency is looking at seven to fifteen 
yean down the road. Every two yean the six-year plan is updated by 
the state agency. 
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« Question: How mudi do your long-range plans guide future years? 

Kansas 

The plans submitted are generally a guide to the future: however, die 
scope and cost of projects will change significantly from the time they 
fint appear in the plan to the time a decision is made to fund them. 

Maryland 

About 70 percent of the re<|uests anticipated for the second year of the 
five-year plan will actually be pan of the budget process die following 
year. The other 30 percent could change for reasons such as delays in 
design or other types of delays for scheduled building or renovations; 
discovery of new needs, requests for projects that had been aimed down 
by the legislature and arc requested again; or perhaps the legislature had 
appropriated planning funds for a project that was not in the five-year 
plan for the budget year. If the legislature appropriated planning funds, 
then the capital projea would be scheduled sooner. 

Minnesota 

Those years that are not actually in the budget itself do not have the 
same level of documentation and needs analysis as occurs in the budget 
year. 

Virginia 

Plans are constantly being updated because of changing needs. In fact, 
the program is in a state of flux right now. because Virginia has always 
operated its capital construction budget on a pay-as-you-go basis. The 
state has done no borrowing for buildings since 1978. with the 
exception of revenue producing types of projects in higher education 
and a few prison sites through the Public Building Authority. As a 
genera] rule, renovations and new construction have been done 
completely on a cash basis. Because there was no need for debt 
fUiancing, there was not a great deal of emphasis on the six-year plan 

However, beginning with its next biennium, the state is looking at a 
six-year d^ financing instrument in order to manage capital 
renovatioiu and new construction. There is not much detail beyond the 
current two years. Beyond two yean, agencies aggregate the number of 
square footage and apply a general cost per square foot. 


Virginia requires by sutfute that a preplanning study precede any 
construction. Generally, the preplanning study is funded in the 
biennium prior to constructioo. If the legislature did not fund the 
preplanning study, the departmem that wants to build during the next 
biennium needs to find the money on its own to do the study. The 
preplanning study actually means that about 20 percent of foe planning 
is done, and foe agency n ready to move into foe design phase. The 
preplanning study results m a much more accurate estimam. 
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• Questhm: What are the etements in your process that make it work? 

Kansas 

The system works primarily because of the working relationships of the 
participants aiul not because any specific set of procedures are followed 

It is uncertain to what eateni the system needs to be made more formal 

As discussed elsewhere, the review of projects in greater depth probably 
is of more concern. 

Maryland 

The process needs to b^in with the debt affordability process. There is 
a Debt Affordability Comminee that has built up cr^ibility over time 
and determines how much bonding can be expected in the next five 
years. The State takes the five-year plan seriously. In other words, it 
sticks to it unless there is a compelling reason to deviate from it. The 

Governor backs the long-range plan which gives the plan additional 
integrity. 


The state requires agencies to document the proposed project - what it is 
for. how big it is. why it is needed: descriptions and jusnfications are 
required, even for those not scheduted to be built for Hve years. By the 
time the project moves up to the year it might be built, there should be a 
full program description, including architectural specifications and other 
justification to ensure that it is indeed a necessary renovation or 
consmictiott project. By the ume it is moving into being on line as a 
project, everyone should have a clear idea of the project needs. Enough 
work needs to have been done by the state agency so a very accurate 
cost estimate can be made. 

Minnesota 

There is a need (o disiinguish between (he political aspects of capital 
budgeting and the manageral aspects of capiul budgeting. In the suie 
of Minnesota, a 60 percem majority vote is required in order to bond. 

Since it is very rare for one party to control a 60 percem majority in 
both the House and Senate, projecs are traded for votes. Therefore, it 
is vei 7 difficult to take politia out of the capiul budget. However, the 
budget office is considering an approach to get more background 
information on capiul projects by requiring that a study be done before 
a project can be considered Analysis of what the facility is needed for, 
who it would be used by. and its funaion would allow ^ more equity 
and less politics in the decision process. The Executive Branch is 
increasing its anemion on preserving existing capital asseu outside the 
politics of the bonding bill 
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Virginia 

A substantial amount of planning goes into a project before h becomes 
part of the Governor's recommendation and is submitted to the 
legislature. That planning is done at the program level to determine 
how that particular renovation or construction would serve the needs of 
the clients aitd what the projea will cost. 


The Department of Planning and Budget is responsible for putting 
together all the Governor's recommendations for a budget, including 
capital construction The Department of General Services is the agency 
(hat is responsible for cost estimating. The two departments work very 
closely together to coordinate and project costs that are ihot included in 
any budget recommendation 


Virginia is in a sute of flux. Before, the cost of estimating and budget 
analysis was based more on how much it would cost to build a 
particular building requested by an agency. The analysis is moving to a 
more analytical approach. The flrst determination will be if the building 
is needed: and if a building is needed, what type of building would be 
most suitable rather than focusing on cost estimates for whatever type of 
building had been requested. 


'Hiere arc a number of budgn sections: for eaample. one on education, 
one on human services, and one on general government. The budget 
analysts who deal with the operations of the deparanem widiin dieir 
seaion also deal with the capital budget. The education analyst, for 
example, would coordinate all the capita] construction projects that were 
in education budgets. Budget analysis can call on the Department of 

General Services for expertise in the technical issues about the project. 

Once each seaion has prepared its capital construaion list, the budget 
analysts recommend statewide priorities. 

* Question: What are the ekments you would like to change? 

Maryland 

Rapid growth and changes have made the development of a long-range 
plan for prison and juvenile facilities difficult. There has been 
improvement, however, m projeaing needs in the corrections area. 


One improvement to the process would be to make a more critical 
analysis of the projects planned for four and five years out. rather than 
waiting until (he projects are in the budget year. More justification in 
(he plan at an earlier st^e would improve the plan and would minimize 
the changes. 
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Minnesota The state of Minnesota is looking at a major revamping of its capital 

budgeting to include several things: 

• 1) better information in all six years of the plan, and 

• 2) de-politicizing the capital budget process, or at least forcing a more 

thorough review. 

Virginia The budget office is very involved in the execution, the actual 

construction, and monitoring construaion and should perhaps try to play 
a less prominem role. In higher education, certified engineers and 
architects on the teaching sutf now have oversight of managing project 
construction. Most state agencies and instiiutioas however, do not 
have that expertise, so it falls to the budget offuc; to be involved in the 
execution of projects. The budget office is attempting, however, to 
designate and disperse that type of responsibility to the state agencies 
whenever possible. 

• Question: What advke would you give to a state that has never 
done a capital budget? How would you recommend they proceed to 
organize a capital budget* and what steps do you recommend a state 
take to do its first capital budget? 

Maryland One suggestion is the need to educate agencies into the capital budgeting 

culture. Agencies tend to be more absorbed in their immediate budget 
needs rather than taking ume to plan five yean out. Agencies really 
need to plan; they must think about the missions of the agency, the 
overall view of the agency, and their needs. Agencies must explain in 
great detail, in nontechnical language, why a request is needed, who 
will benefit from it. and how it will be utilized. 

Staffing is very imporunt It is difficult for the budget staff, who are 
concerned with operating budgeu in the short-term, to be concerned 
also with capita] budgeting m the long-term. A state needs an adequate 
staff dedicated to reviewing capiial projects, who have the best interests 
of the state as a whole m mind 

Minnesota One recommendation is to have a clear philosophy, a very clear 

definition and understanding of (he principles on which a state's capital 
budget is based. Without guidelines or general principles, making 
decisions can be quite difficult Anoihcr suggestion is clearly defining 
what is a capital improvement versus what is a maintenance type 
expenditure which should appear in (he operating line item. Without a 
clear definition of what should be bonded, it may be easy to build up 
debt for ongoing operatuig eipcnscs 
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The guidelines may in fact restrain bonding; for example, the guideline 
in Minnesota is that no more than 3 percent of the general fund can be 
used for debt service. However, guidelines make one stop and think 
about prioritizing projects and getting the most for the money. Another 
suggestion is to gain an understanding of bow the legislanire is going to 
process the capital budget. Knowing bow the legislature will deal with 
a capital budget means one can plan to meet the information needs of 
the legislature. 

Virginia 

One suggestion is to s^arate the financing phase and the construction 
phase because they are not similar; totally different expertise is needed 
in both areas. 

• Question: Do you have an oversight committee? 

Maryland 

The state of Maryland does not have a review board. It has bud£et 
hearings where an agency has an opportunity to eiplain its capital 
budget request, and generally the legislative staff is diere. On occasion, 
there is a legislator present, but that is fairly rare. The Deputy Budget 

Secretary for Capital Programs puts a lot of effoit into informally 
keeping key legislators abreast of capital budgeting needs. During the 
legislative session when projects and budgets are making their way 
through the budget process. Acre is daily contact wiA Ae legislators. 

The legislature tends to focus mainly on Ae budga year requests raAer 

Ain Ae yean beyond Ae budget when making its decisions. 

Minnesota 

The state of Minnesota does not have an oversight comminee. but the 
legislature is considering establishing a joint comminee where both 
political parties and the legislative and executive branches would be 
represesed. This commmee could set out the bask parameters to 
follow in the capital budget and provide oversight to the capital budga 
process. 

Virginia 

Virginia docs not have an oversight committee. The previous Governor 
had a cabinet level committee to review various capital ctMlay requests, 
twt Alt no longer exisu. That committee was made up of Ae Secretary 
of Finance, Secretary of Education. Secretary of HealA and Human 

Services, and three oAcrs appointed by Ae Governor. There were no 
legislators on Ab particular ovcrsigbl committee. The commiaee was 
chaired by Ae Governor's Chief of Staff. 
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Hie oversight committee can be useful in helping to iron out questions 
of equity. When the budget office makes its recommendations, it 
generally looks at setting priorities based on absolute program needs, 
while the legislature tends to focus more on specific districts. When the 
oversight committee was optional, it helped to structure the Governor's 
recommendations so that it did meet program needs, but also equitably 
dispersed funds to localities. An oversight committee may allow the 
state to benefit from a more diversified view, rather than the straight 
budget analyst view of program needs. 

Section 3 

Capital Project 

• Question: How do you establish priorities for selecting capital 

Selection 

projects? 

Kansas 

Agencies are required, as pan of ihe submission of their five-year 
facilities plans, to indicate the priority of projects based on safety 
considerations, adherence to program requirements, conformance with 
codes, and so forth. There ate few formal guidelines or definitions that 
agencies are directed to follow On the negative side, the depth of 
analysis is not as great as it should be because of time considerations 
and the complexity of cost estimates and benefit/cosi evaluations. On 
the positive side, the process generally produces rational results, and 
with a few exceptions, has not been a source of discord among ptojea 
selectors. The experience of the agency representatives who develop 
requests helps to make the process woit. 

Virginia 

• Overviav 

The process for selecting capital outlay projects for funding takes about 
twenty monchs. lo December of even-numbered years, the Department 
of Planning and Budget provides agencies with instructions for 
developing their capital budget proposals. It is not until July of the 
following even-numbered year that projects receive funding. 

Agencies submit their capital budget proposals to the Deparonem of 

Planning and Budget in February of odd-number years. The capital 
budget proposal secs forth the agency’s capital projea needs in prioricy 
order and relates these needs to the agency’s programs and services. 

The proposal consists of three pans ~ a six year plan, a maintenance 
reserve plan and individual capital project requests. 


Ptxa t« 






Ill 


Part Two 

Com Sttiditt ■ Siiaelid Smm 


• Six Year Plui 

The six year plan covers a period of three biennia (currently: 1992-94. 
1994-96, 199^^98). This listing summarizes the agency's needs for the 
next three biennia in priority order within each biennia. 

• Maintenance fteserve Plan 

The maintenance reserve plan identifies all maintenance projects, 
regardless of anticipued funding source, for the biennium. 

Maintenance projects cost between S2S.000 and SSOO.OOO and are aimed 
at maintaining or extending the useful life of an existing facility. They 
are not imended to enhance, upgrade or otherwise improve plant, 
pn^ieny or equipment, unless such work is incidental to the main 
purpose of the project. 

The maintenance reserve review has two steps. The first step is for the 
Department of General Services to validate that requested projects meet 
the criteria for maintenance reserve projects, as previously specified. 

At this step, the Department of Planning and Budget only provides input 
on an exception basis, after the Department of General Services' 
determination of valid maintenance projects. 

The second step is to develop funding recommendations for maimenance 
reserve accounts. Agencies' maimenance reserve needs are almost 
always greater than the amount of funds available and in some cases, 
these needs exceed the agency's ability to effectively address them 
within a given biennium. Therefore, maintenance reserve funding is 
usually allocated by formula The Department of Planning and Budget 
is responsible for developing the maimenance reserve funding 
allocations for non-higher education agencies, while the State Council 
for Higher Education in Virginia is responsible for the insuoitions of 
higher education. 

Final maintenance reserve binding recommendations are based on these 
formula allocations and on the mpui of the individual budget sections in 
the Department of Planning and Budget. In some cases, adjustments are 
made to the formula allocations to take unique needs into consideration. 
In addition, individual projects are prioritized within the maimenance 
reserve plan so that agencies can stay within funding constraints. 
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• Capital Project Request 

A capital projea request must be prepared for each project listed in the 
first biennium of the six year plan, except the maintenance reserve plan 
The primary purpose of this request it to provide a carefully reasoned 
explmition of aaivtties. It must also provide a description of the 
project. Finally, the request must contain an estimated cost and the 
anticipated impact the oimpleted project will have on the agency's 
operating budget. 

Between February and April of each odd-numbered year, the 
Governor's Secretaries and the Department of Planning and Budget 
conduct a preliminary review of the major capital projea requests. A 
major capital projea is; 

• New construaion or acquisition of a facility larger than 20.000 
square feet or costing greater than $1 million or; 

» Improvements to existing facilities costing more than S500.000 

The preliminary review identifies those major projects that are 
considered to have merit without consideradon of a source of funding 
For a projea to be considered as having merit it must meet one of ihe 
following criteria. 

• First Priority: Requests for major repain to existing structures 
that are necessary for the continued use of the facility and that 
are not normally considered in Maintenance Reserve. 

» Second Priority Requests associated with legal or judicial 
mandates requiring new construaion or requests to supplement 
projects under conMJUcoon. 

• Third Priority Requests associated with standards and 
certification requirements of existing facilities (e g., life safety 
code requiremems. space guidelines deficiencies). 

» Fourth Priority -Requests associated with improvements to 
existing facilities (renovations. restorations, relocations). 

• Fifth Priority Request associated with new construction that arc 
in accordance with the mission and service delivery functions of 
the requesting agency 
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• Preplonning Studies 

For major projects determined to have merit as a result of the 
preliminary review, preplanning studies must be prepared. In these 
cases, the information conuined in the capital project request justified 
the need for the projea and provided an initial estimate of the projea's 
cost. The preplanning study presents more dcuiled architectural, 
engineering and technical information associated with the project, 
confirms the technical feasibility of the project and refines the project's 
cost. Agencies may use up to S50.000 from operating expense 
appropriations to fund a preplanning study. 

Agencies prepare preplanning studies between April and September of 
odd-numbered years and submit them to the Department of General 
Services. By November, die Depattmem of General Services reviews 
the preplanning studies and provides recommendations to the 
Department of Planning and Budget on the technical aspects of the 
projea (including a revised cost estimate). 

Once the major projects have been reviewed for programmatic and 
technical merit, the Governor's Secretaries and the Depanmem of 
Planning and Budget condua a similar preliminary review on the 
projects of lesser magnitude between April and September. The same 
criteria for determining merit is applied to these projects. 

* Final Dedsions 

The next part of the review process is to combine the two categories of 
projects into a single prioricy listing; within each Secretarial area and 
statewide. From this comprehensive listing, projects with top priority 
will be seleaed for funding in the 1992-94 biennium. Less urgent 
projects will become the foundation for the development of the six-year 
capital outlay plan for 1994-2000. The priority categories used to make 
die preliminary decisions are also used for this determination. In 
addition, the urgency of the projea (from the statewide policy 
perspeaive) is considered 

Once the programmatic and technical review is complae, the next stage 
in (he development of a capital budget is to establish criteria for how the 
various types of projects will be financed. Virginia tradidonally has 
financed capital projects <hi a pay-as-you-go basis. This funding method 
has created competition for resources between the operating and capital 
budgets. As a result, limited funding has been available for capital 
projects and has resvicted funding to only the most urgently needed 
projects. 
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Section 4 

Capital Financing 

• Summary 

There is a diverse range in how states finance capital projecu. This 
section focuses on two questions. How does a state determine the 
overall size of its capital budget (particularly the bond-funded capital 
program)? How dom a state decide which fund source to use for a 
particular project (particularly bond proceeds versus current revenues)? 


Some states have very formal and sophisticated processes for deciding 
on a total level of debt. In others, debt authorization is less formal. 

Two or three states are looking at ways to implement debt management 
systems. Some sutes. like Virginia, are contemplating an expanded 
general obligation (G O.) bond program and states like Dlinois are 
reigning in debt authorizations. In general, states that actively manage 
their d^ seem to look to debt service as a proportion of revenues, debt 
outstanding per capita, and debt outstanding as a proportion of personal 
income as measures of debt capacity. 


In some states, dedicated revenues provide an important source of 
capital fiinds. This has an important effect on the capital budget 
process. Projects eligible for dedicated funds are ihen considered 
separately from (and often preferentially lo) projects that have to 
compete ftir oonsledicaied funds. Stales are more nearly uniform in 
how (hey allocate cash for capiul spending. When cash is available, it 
tends to be used for smaller and shorter-lived projects, and for 
maintenance and renovation projects. 


There is much variation in the sons of costs that states allow for bond 
funds. Many states have strict bondabiiity requirements, with criteria 
relating to the nature of the expense, the life of the projea. and the 
amount. lo other states, guidelines are less formal, or virtually 
oon^istem. 

• QucsCion: How is lh« overall 9» of the capiul budget determined? 

Is there any proceu for determining the amount of G.O. debt, 
revenue debt, and operating funds to be authorized? 

California 

Historically, capital funding m California has proceeded oo an ad-hoc 
basis. Bond authorizations muM be approved by the voters; they may 
get on the ballot through the legislauve process or by initiative. 

Typically, bond issues arc proposed for a variety of projects such as 
higher education, health care, housing, child care, and prisons. 
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The state has a Special Account for Capital Outlays (SAFCO) which is 
funded ofhbore royalbea. litis account is used to fund “one 
time* capital expenditures such as upgrades to aging state hospitals, 
flood control, and wattr projects. The account is not generally used for 
general state facilities such as universibes and prisons. A modest 
amount of general funds is budgeted for deferred maintenance and small 
capital projects under SSOO.OOO. The state has a wide variety of ^ecial 
funds available for coital expenditures. 

In addibon. California has a lease revenue bond program. Higher 
education facilities, prisons, state office buildings, and courts are 
financed by revenue bonds, backed up by lease payments of the using 
agencies. The state does not consider these obligations pan of its debt 
burden, since rental would have to be paid whether it is being paid to 
the state or to a private landlord. Authorizations of lease revenue bonds 
require legislabve a^roval. but do not go before the voters. Projects 
are budgeted on an ad-hoc basis, and the total program is generally 
much smaller than the general obligation (G.O.) bond program. 

In 1990, nearly SIO billion in G.O. bond issues appeared on the ballot, 
about one-ihird of it through inhiabve. Although only S900 million for 
school construction passed, this level of proposals caused some alarm 
within the legislamre and the administration. As a result, the 
Department of Finance has prepared a ten*year study of capital 
resources and needs The study proposes a ten-year capital spending 
plan limiting debt service to S percent of general funds. Taking other 
available revenues into account, this resulted in a recorrunended %50 
billion program over the ten years. In tandem with this 
recommendation is a proposal to transfer responsibility for $10 billion 
of school and jail construction to local governments. 

Kentucky 


Kentucky’s capital program is financed from current revenues and 
revenue debt of special authorities. The state has not issued state 
general obligation debt since 1965 (the constitution gives ihe state G O 
debt authority, but requires any authorization of G.O. debt over 
$500,000 to go to the voters). The cash-funded portion of the capital 
budget increases incremeotally from year to year as part of the biennial 
budget process. It :$ used primarily to finance maintenance, 
renovations, and small projecs. 
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The overall ainouot of revenue debt to be authorized is based on a 
“semi'fonnal** process. The State Economist (who heads the Office of 
Financial Management and Economic Analysis), estimates the state's 
capacity for new debt. The estimate is based on projected revenues 
over the repaymem period. The same office approves and manages the 
debt issuances of the various authorities, and therefore acts as the 
central control agency 

Agencies request projects for the biennium which are analyzed and (he 
most wordiy are included in the recommended budget and assigned a 
fond source. Kenoicky law requires lineMtem budgeting of projects 
over $200,000. There are no lump-sum appropriations and funds may 
not be transferred from one project to another once funds are 
appropriated. 

Some of the authorities have caps on the overall amount of debt (hey 
may authorize, but these caps generally are not the operative 
constraints. In the event they become problematic, legislation to raise 
the cap is generally successful. 

The operative limit on the size of the capital budget is the estimaie of 
overall capacity for new debt and the availability of other revenues. 

Illinois niinots’ capital budget is funded primarily from two sources; G.O. 

bonds and *Build Ultnois* sales tax revenue bonds 

The Governor annually recommends a level of new G.O. debt. In 
making this recommendation, the Governor considers measures of debt 
burden (debt outstanding per capita, debt service as a share of general 
food appr opriations, and G O debt outstanding as a share of state 
personal income), rating agency perspectives, and the state's overall 
fiscal position. Uitimaiely, the recommended level is a judgement 
involving subjective, political, and fiscal considerations. 

The *Build lUiooii* program was enacted in 1985 Bonds are issued 
each year based on cash flow projeaions. Illinois also authorizes about 
$70 million annually in a revenue bond program for local civic centers. 
The bonds arc backed by sime general fonds and are subjea to 
appropriation. 

Kansas Financing is decided by pn>jcci on the basis of cash available, the 

urgency of completion, the reliability of the revenue source for debt 
service, foe eitimtfed useful life of (he facility, the extent to which it 
adds to foe financial liability of the state, and the long-term effea it has 
on foe budget. 

Piff« fS 
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Decisions whether to tease or purchase are made mostly on the basis of 
long-term cost comparisons. Recent decisions have been made to 
purchase facilities that for some years had been leased. The rising cost 
of continuing the lease simply made it financially prudent to consider 
purchase of the facilities. 


Maryland Maryland has a formal process established in law for setting the amount 

of G.O. d^t to be authorized each year. The law establishes a Capital 
Debt Affordability Committee, chaired by the State Treasurer and 
including the Comptroller, the Budget Secretary, the Transportation 
Secretary, and a public member. 

In making its determinations, the Committee strives to account for the 
same factors used by ruing agencies in determining the state's bond 
rating. In particular, the Comminee seeks to keep state tax-support debt 
outstanding under 3.2 percent of state personal income and to keep debt 
service under 8 perc«it of available revenues. 

State tax-supported debt in Maryland includes G.O. debt, revenue bond 
debt of the Department of Transportation, the Maryland Stadium 
Authority, and capital leases. Until recenUy. the debt affordability 
process took the planned lev^ of transportation revenue debt and other 
types of tax-supported debt as a *given.* and G.O. debt was planned 
within the remaining edacity. More recently there has been concern 
about the transportation program and other calls on state resources 
^‘crowding out* the tradttional G.O. bond program. 

The amount recommended by the Committee becomes the ceiling for 
the Governor's proposed budget and for the General Assembly's 
authorization. 

State general funds are used for items where the use of tax-exempt 
funds are restricted by federal tax laws. This principally means loan 
programs for housing, economic development, and certain 
environmental loan funds. If funds are available, general funds also are 
used for state oonstruaton projects and capital grants In exactly the 
same way as bond proceeds. The amount depends entirely on the 
amount available in the annual budget process. The state strives to use 
annual surpluses and other *one-time* revenues for capital projects and 
other *one-ume” expenditures. 

Non tax-supported revenue debt (primarily in higher eductfion, 
enviroomentai programs, and other loan programs) are budgeted and 
issued according to need and capacity of the issuing agency. 


CapitaJ Budgeting in (he States: ftths to Succi 
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There is a central reportinj process for the Treasurer and the budget 
department to keep track of agency revenue debt 

Virginia 

Historically, Virginia has financed capital spending on a pay-as-you-go 
basis. Biennial budgets through 1989 have generally included S12S 
million (o $200 million in capital spending, with the specific amount 
depending on the availability of funds and the competition with other 
initiatives as part of the regular budget process. 


Since 1989, lottery revenues have been earmarked for capital projects. 

State law required these lonery receipts to be allocated as they were 
received: the budget could not anticipate lonery revenues. As a result, 
budgets have included some general funds for maintenance reserve and 
critical infrastructure projects. Other projects were placed on a 
prioritized list, and were funded in priority order as lottery revenues 
materialized. 


In the recent downturn, lonery funds were diverted to support the 
commonwealth’s operating budget, resulting in the cancellabon of 
capital projects. This experience has led the Depanment of Planning 
and Budget to study die a)minonwealth’s capital needs and resources. 


The study calculiied debt cipiciiy for Virginia by looking ai debt 
s«rvic« per capiu and as a percenugc of personal income. These ratios 
were compared with the same measures for other AAA rated states. 

Based on the results of this study, the Governor has now coiiunined to a 
six-year capital plan. 


The Commonwealth also has a Virginia Public Building Authority 
which finances state oHke buildings and new prison construaion. The 
Authority’s revenue bonds are backed up by the lease payments of the 
using agencies. Projects finasced through the authority are budgeted on 
a project-by-project basis The Authority’s debt ceiling is increased by 
the legislature for each new project. 

Washington 

Washington limits G.O debt to the level where debt service (excluding 
debt service supported by project revenues) equals 7 percent of general 
funds. The Office of Financal Management conducts a study of 
projected debt service over the life of state bonds, to caJcul<e the 
amount of bonds that may be authorized each year. In additiott to the 
debt-financed program, some capital spending is financed from 
dedicated revenues For example. K-i2 school construebon is financed 
from timber receipts. 


*7 
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The state makes extensive use of capital leases and certificates of 
participation as alternative financing mechanisms. The state organizes 
and manages the financing of equipment and real property through a 
master lease purchase acquisition program. Lease development for 
privately owned buildings with leases exceeding five years or have a 
purchase option arc evaluated in the capital budget request. Lease 
developmem projects are funded from operating funis only. 

• Question: Often states have to make decisions on whether to 
finance a project from operating funds or bond proceeds. What 
guidefincs or practices do you use to make these decisions. Do you 
have specific bondabiUty guidelines that you use in your state? 

California 

Cash is frequently used for projects if there is a dedicated fund source, 
and for deferred maintenance and small projects. California uses bonds 
for costs associated with projects with a twenty-year useful life or 
longer. Associated costs may include planning, administrative 
expenses, equipment and stan-up costs. (Note; legislation is pending to 
limit administrative costt financed by bonds to 2 percent of the project. 

The Administration opposes this legislation due to the cost that would be 
shifted to the operating budget). 

Financing by the Lease Revenue Bond Frog^am is generally limited to 
construction costs. 

Kansas 

There are no specific bondability guidelines in the state. The authority 
to finance projects through bon^ issued by the Kansas Development 

Finance Authority is an integral pan of the budget process, from the 

Governor’s recommendation through legislative approval, followed by a 
specific request from the Secretary of Administration. For all practical 
purposes, Kansas is nm a state that issues general obligation bonds, 
although local units of govemmem can issue them. 

Kentucky 

In Kentucky, cash is generally used for small projects (under $200,000) 
and maintenance and r«iovation projects. Debt is used to finance large 
projects (including major renovations), and projects (has produce a 
revenue stream, lo the case of particular projects and particular years. 

(he decision to finance with cash or bonds will depend in part on the 
availability of funds. 


^ Capital Budgeting in the States: Patte to Sucxm 
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Illinois 

Illinois appropriates a small amount of general funds for shoit-lived 
projects. Bondabilicy guidelines require bond-funded projects to have a 
useful life at least equal to the life of the bond (tS-20 years), to increase 
(he value of a property, and to cost at least S25.000. Bond funds are 
used for acquisition, consmiaioo, design, and new equipment. 

Maryland 

The decision to use current revenues or bond proceeds depends mostly 
on the availability of general funds in a given year. If general funds are 
available, the state strives to use current revenues for facility renewal 
and capital fflaintenance. capital equipment, and smaller projects. 

The state adheres strictly to bondability guidelines which are intended to 
assure that assets purchased with bond proceeds have a useful life equal 
to at least the iS-year life of the bonds. 

Virginia 

Virginia has traditiofially relied on current revenues for most capital 
spending. The capital plan is just now being formulated so it is too 
early to know the exact magnitude of the dollars involved. However, 
the overall size of the plan will surely consider Virginia's debt capacity 
and ability to issue tax supported debt. 

Washington 

Washington currently has no guidelines or criteria for the use of bond 
funds. Bond proceeds are sometimes used for salaries and small 
projects (i.e. in the thousands of dollars). 

Section 5 



Asset 

Management 


« Sumnury 

Maintenance of ^tlities is a difficult issue. Buildinp are often 
constructed with timitad budgeu and have materials and systems dui 
demand considerable asenuoD and resources. Maintenance needs are 
often in competition for ftinds otherwise needed to meet an agency's 
mission. Determining the right amount of funds to be dedicated to 
maintenance of Vilifies is made even more difficuli by the lack of 
information regarding the size and quantity of spKe owned and leased 
by state agencies, not to mention issues of age. condition, and 
maintenance history. 


States have attempted to idemify needs by; 

* Establishing separate capital and maintenance requests in the budget 
process. 


Developing dedicated resources u> support maintenance. 
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• Using fonoulas to esublish pennanent renovation pools and setting up 
^Mcial appropriations to maintain, repair, and replace roofs, and for 
heating ind air conditioning systems. 

• Placing responsibility for maintenance outside of the state by leasing 
space. 

In the overall maintenance program there is the need to establish a list 
of projects with legitimate cost estimates and a reasonable schedule 
including realistic priormes. Maintenance needs based on facts are 
more easily appropriated, whereas programs rooted in ratios, historical 
expenditure patterns, educated guesses, and similar subjective processes 
are often left without funds. 

The failure to understand the total assets and condition of property can 
be traced to two primary causes: 

» Asset information is collected for finaocial/accounting purposes 
and not for budgeting purposes. 

• In an utempt to centralize the process, efforts are made to 
standardize a system that cannot meet the legitimate and different 
needs of agencies. For eumple, higher education facilities are 
analyzed for their ability to provide adequate education and lab 
space and may not relate to mechanical or equipment or 
circulation space. Departmem of Corrections may need 
extremely detailed maintenance programs to facilitate performing 
maintenance through the use of untrained inmate labor. 

The key to successful maintenance programs is to identify common 
elements of information that all systems should provide, gather only that 
intbraiation electronically from agency capital management programs on 
a periodic basis, and let the agencies move forward to procure systems 
or use common systems in a way that facilitates their individual needs. 
What is needed is to find more efficient ways to identify maintenarKe 
needs, establish costs, artd evaluate priorities first at an agency level and 
then at a statewide level. Armed with this dau, capital analysts can 
equitably evaluate how to allocate available resources. 


Pagc«0 
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* Quotioa: How do jou keep up to date on your sute's capital 
aacU? How does the infonnatiai help you to mainuin your sute’s 
capital stock? 

Arizona 

Ahsoiu has a maimeftance program that uses a fonnula to provide the 
amouiK needed on matmeoance each year. The Facilities and 

Managemeac Division uses the Shirman-Durgess Program designed by 
two professors in Michigan. 

Input for the computer program is the age, size, and replacement value 
of the facility. This information is run through a fonnula. The output 
is the amount that should be spent on maintenance each year, 
approximately 1 percent of the replacement value. 

This program was installed in 19S5. In 1991, the fonnula showed a 
need to appropriate S6.8 million, though 1807,000 was appropriated. 

California 

Calffornia uses a bask preventive maintenance computer program. The 
program has been in use for two years in Sacramento and for one year 
in both Los Angeles and San Diego. Addibonal capital asset inventory 
informitioii was added in order to mainuin a centralized capital asset 
inventory. It took three years to develop and to input the information 
for this ceixralized system. Though some infonnaoon on the system is 
not currently needed, (he information could be used for maintenance in 
the future. 

Once dau was centralized, the program became insufficient and is now 
being modified to meet the state's needs. 

Idaho 

Idaho has a centralized mainienancc system. Officials in the Pubik 

Works Division do not recommend designing your own system since 
there arc many available vendors. 

Ihe capital asset inventory constsu of The Bureau of Risk management 
computerized list of replacemcm value* of all the state facilities and is 
not used for budgeting or capital managonert. 

Illinois 

Illinois implements a iwo-suge program to provide funding for 
maintenance and renovation work Essenbally. projects less than 

S25.000 are funded by agencies m separate appropriations in the 
operating budget and larger projeos arc funded by the capital budget. 

Paectfl 
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Although there are safeguards within a budget to protect maintenance 
funds (a restriction to move no more than 2 percent of any line Hern to 
another appropriation) maintenance funds continue to be a target during 
budget cutting exercises. Prioritia are set by agencies and die actual 
list of projects is daermined by the capital budga office with help from 
public works professionals. 

The Illinois inventory daa is not being used to manage maintenance or 
to assist in the development of the capital budga« as was the original 
intention. 

Kansas 

Capital assa management varies in this state. Some agencies, such as 
the Board of Regents for the Universities and the E>cpartment of 

Transportation, have w^l-developed inventory systems. Others are not 
well developed. 

The type of information maintained by the Regents institutions allows 
them, by means of a formula adopted from the State of Indiana, to 
daerraine an appropriate amount of funds for maintenance ihx would 
preserve the useful life of a facility to a predaermined age. The 
system, after sevaal years of development, neva has been compleudy 
implemented. 

Wisconsin 

Wisconsin has a computerized maintenance program and several oiha 
programs for maintenance. Agencies evaluation of their facilities 
showed that preventive maintenance was needed. Funds wae 
appropriated for agencies/insiitutions to help them train in prevenbve 
maimenance. 

Wisconsin has three otha programs. First, there ve two engineas in 
the division who work strictly with roof maintenance in the spring and 
the fall. The engineen use a checkbook to pay for minor projects. 

Second, thae is one person who only does masonry inspections. 

The third program is a road program that costs SI million a year. This 
program is for preventive road maintenance and includes pvdiing 
sidewalks and roads. Tlie state bought the patching equipment and uses 
inmate labor. 
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Operating and Capital Budget Reform 
in Minnesota: Managing Public Finances 
Like the Future Matters 


Minnesota’s performance budgeting clearly relates the budget to the citizen’s 
needs and to well-defined statewide policy objectives developed within a public 
process. A scoring system uses critical and strategic criteria to measure the 
need for and urgency of each capital budget request. 

By Laura M. King 


Editor's note: Each year the Government 
Finance Officers Association awards its 
prestigious Award for Excellence to 
recognize outstanding contributions in the 
field of government finance. This article 
describes the 1 994 winmng entry in the 
budgeting and financial planning policies 
and procedures category. 

hen Governor Arne H. Carlson first 
took office four years ago, he 
inherited (he worst financial crisis in 
Minnesota's history. In order to forge a 
lasting solution to the state's chronic fiscal 
problems. Governor Carlson directed that 
operating and capital budgeting reforms be 
enacted (O ensure accountability and long- 
term planning. 

The governor understands that the 
public does nor look upon government as a 
model of efficiency. Citizens believe that 
state and local government is distant and 
unresponsive to their needs. To address this 
problem. .Vlinnesota developed a perfor- 
mance-based budget and reporting system 
with a focus on effectiveness and account- 
ability of state services. 

The new performance-based budget and 
repoaing system is based on three prin- 
ciples. 1 1 government must be dnven by the 
public's goals and mission rather than 
government's rules and regulations, 2) the 
taxpayer will pay tor results rather than 
etforts and 3) government must be able to 
measure and communicate progress toward 
both goals and results. 

Significant reform also was introduced 
mru the capital budgeting process. A six- 


year planning horizon was initiated tor 
protects to encourage long-range planning, 
specific criteria for protect ranking were 
introduced to provide an obieccive analyti- 
cal context for decisions, and an inventory 
of fixed assets is being developed. All ot the 
capital budget planning now occurs within 
the context of six-year, debt management 
guidelines and planning. 


Performance Reporting 

Performance budgeting was introduced 
in Minnesota's 1994-95 biennial budget. 
The Unmediace goal was heightened 
management and legislative awareness of 
the concepts of program outcome detim- 
tion and measurement. The longer-term 
goal would have funding decisions based 
on agreed-upon expected outcomes and 
results rather than on his(oru.al ettorts and 
good intentions. 

The movement toward «.Kuen-ofifnied 
financial statements which improxr Knh 


MMNESOTA'S KflFORIUMCe 
REPORDNO PROOMM 
KEY COMPONENTS 

• Commi»Tnn ( of povomof and 

• Impfwdd oommuncatnno 

• RadMign of budpst proMnenon 

• TraininQ and asamanea tv aganpaa 

• Annual agency parformanca raoona 
« Audts of partormanca mpona 


the readability and understanding of sure 
budget materials has guided recent efforts 
The concept of performance budgeting 
was woven through .Minnesota's 1994 yt 
executive budget process and budget 
documents. The obiect was to cicarlv 
relate the budget to real citizens' needs 
jnd well-defined statewide policy obtec 
lives developed withm a public pnxesv. 

The key to success rests with the 
commitment ot the governor and legisla- 
ture to articulate program policy obievioes 
and agree upon outcome measurements »r 
success. State agencies now are required to 
define the results they will accomplish and 
are held accountable by elected officials 
and the public for their performance 

Historically, government has dune a 
poor iob of measuring results. It Joes an 
excellent job of measuring how mu«.h 
activity occurs— how much monev is spent, 
how many forms are filed, how mans 
reports are prepared, how many permits 
are issued. But government is less sus.i,esstui 
at measuring the results of those actis iries 
and efforts — whether they resulted m a 
safer or cleaner environment ur a better Mr 
tor .Minnesota's citizens. 

It IS not a marrer of how hard gosrrn 
ment tries but whether it makes a dirtrr 
encc. Focusing on outcomes will enable 
action and elimination of things that hjsr 
marginal value in order to conventratr 
resources on activities known to make i 
difference. 

The state's performance budget and 
reporting process had rwo primarv 
obieciives. borh based fundamentailv <0 
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improved communication sLcilli. Foremost 
wjv to dcKribe thr budget in terms that 
empfijsiied (he (ink between state dollars 
jnd direct services in a fashion that both 
thr legislature and (he general public could 
easily understand. This information is then 
uved to communicate important budget 
demsions. improve the quality of informa- 
tion available in the legislative process, and 
provide the framework for improved 
government accountability and continuous 
performance reporting. 

hnth detailed and summary-level budget 
presentations have been redesigned to 
deemphasiae accounting and micromanage- 
ment nt state agencies' operations, (n the 
place nt detailed accounting information, 
relation to statewide goals, measurement of 
results and productivity measures have 
been emphasized. 

Development of the state’s first perfor- 
mance budget involved a massive, concen- 
trated etton bv all state agencies. Rather 
than graduallv phase m the new program 
over several years. Minnesota decided on 
(he Big Bang approach. Concerned that a 
phased approach would subiect different 
agencies to different sets of rules for budget 
rev lew. and tha' the proiect would lose 
momentum during the transition, Minne- 
sota elected to bring every agency on line at 
(he same time with the expectation that 
refinements would be necessary during 
future years. 

To assist agencies with developing and 
improving their performance measures. 

(he depanment uf finance developed a 
simple guide. Intensive training and 
assistance also was provided throughout 
the process. .More than 800 outcome 
indicators and 1.000 efficiency measures 
were adopted in the derailed agency 
budget plans so chat Minnesotans will 


know if fhev are genme their money's 
wonh from ihcir us dollars. 

There are rwo bavi.. steps involved in 
periormaoce measurement- 
•dcfine specifiv obie..tives tor agency 
activities from the perspective of the 
customers being served and 
• establish clear standards to measure 
progress toward meeting the objectives. 
The definition ot clear activirv obiectives ii 
the single most important step m the 
performance measurement process. As the 
Cheshire Car said to .Mkc: *lf you don't 
much care where vou go then it doesn't 
really matter which w jv vou go." 

Obiectives are not mereiv descriptions of 
activities. "To mimmiie fatal accidents* is 
not an acceptable objective. Objectives are 
quantifiable statements of intended results. 
This is an acceptable objective; "To 
decrease the number ot fatal accidents per 
passenger mile traveled bv 5 percent during 
the next year." 

Performance measures provide a 
quantifiable assessment ot outcomes, 
outputs, efficiencv or covi-eitectiveoess. 
Each IS useful it cooveived. designed and 
applied properlv Shared vocabulary is key 
to successful application— decide early and 
repeat often what each term means m the 
organization. Measurev are bv definition 


IMPROVED COMMUNICATfONS 

* Financial sutamamt va cnmrv 
onantad 

* Budgat links state doNars le dract 
sarvioes 

* Lag^tatura raoa w ae fegh-qmiiiy 
ietformation 
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quantifiable and directly related to state 
objectives. Each type has a different focus 
in the time series; outcomes look to the 
future while the others measure history. 

Minnesou's legislature endorsed the 
results-onenred approach of the governor's 
budget presented in January 1993. As part 
of the unplementition of the 1 994-95 
adopted budget, legislation was formally 
enaaed requiring preparanon of annual 
performance reports by 20 of the state's 
largest agencies. 

In a cooperative role, Minnesota's 
legislative auditor will evaluate agency 
performance reports for reasonableness and 
validity of information and data. T3ie 
performance reports will be completed by 
September 1 of each year to complement 
the state's budget cycle. In this manner 
performance uifonnabon will be available 
on a regular, published basis pnor to the 
beginning of each annual legislaove session. 

As part of the new system, agencies are 
required to develop annual performance 
reports for their operations in advance of 
their budget submittals. Reports arc 
mandated to be user friendly and must 
include 

• descriptions of how their customer base is 
expected to change; 

• simple, declarative statements of the 
agency mission, goals and objectives; and 

• benchmarks for accomplishment that are 
specific enough so citizens can measure 
annual progress. 

Adopnon of Minnesota's first perfor- 
mance budget represents the beginning of a 
long-term evolutionary proceu. The maior 
payoff will come in future years, when 
policy officials will have dw necessary 
informanon to effectively asseu progress 
toward a shared set of goals. Performance 
reporting indicates that the sure it listening 
to the people’s prionoes and is supporting 
theu prionties with measurable goals and 
budget obieCTives. Performance reporting 
means that Minnesotans can hold their 
government accounuble for the results they 
want. 

These efforts reflect citizens' desires for 
govemineni to become less rules-onmted 
and more results-onented. Minnesou's 
performance budgeting effon it intended to 
move government into a more flexible 
arena. It aims at reforming the wav state 
government does business in order to 
enhance accountability. The reforms 
introduced m the capital budget process 
also focused on the need to improve the 
sute's financial management within a 
strategic planning framework. 
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Capital Budget Reform 

The goal the capital budget process is 
to make informed investment decisions 
according to a fair, open and objective 
process and to effectively manage both 
physical and financial assets. 

In the past, Minnesota's capital budget- 
ing process was characterized by dueling 
wish lists and little protect analysis. The 
governor and legislative leaders vowed to 
change this situation in order to improve 
the public's confidence in state government, 
and policy official's confidence that 
professional analysis would win out over 
lobbying. 

A central element of capital budget 
reform is to provide greater emphasis on 
strategic planning over a six-year planning 
horizon. Agencies must clearly identify 
their roles and responsibilities, long-range 
strategic plans and six-year capital budget 
plans, and then satisfaaonly link their 
capital requests to their strategic plans. 

This disciplined process allows more 
intelligent investment decisions to be made 
after consideration of requests in their 
strategic context and on the basis of 
uniform and systematic proiect planning 
data. 

In addition, the department of finance 
developed a computerized debt capacity 
model that tracks multiyear requests and 
helps manage capital decisions within the 
state's debt capacity at all points in the six- 
year cycle. This ensures consistent funding 
levels across many years and eliminates 
sharp peaks in capital budget authoriza- 
tions which might otherwise lock the state 
into unfavorable cash flows and long-term 
debt service commitments, thus consuming 
financing capacity m future years. 

In combination with a six-year debt 
capacity model, agenev strategic planning 
produces rolling long term plans. Based on 
their strategic plans, agencies present 
requests for a six-year period. Action on 
some Items is requested in the immediate 
biennium. Other protects are merely 
identified for consideration in the out 
vears. All requests, however, are plugged 
into the debt capacity model which predicts 
future debt service and available bonding 
capacity within the six-vear time frame. 

Over time, the long-term plans are 
updated. Proiects not funded m one 
biennium can be reconsidered in a future 
biennium, along with new requests. 

The concept ot a sequential senes of 
predesign, design and construction 
appropriations was first introduced in the 
1994 session. The idea is to spend a linle 


for predesign activities before spending 
more for design and betore spending a 
considerable sum for construction. 

Agencies are expeacd to sequence their 
requests over multiple biennia in this 
manner. By small investment m the front- 
end of a project through this leveraging 
technique, decision makers receive substan- 
tial information earlv m the life of a protect 
before committing substantial resources. 

Other Significant improvements in<.lude 
the comprehensive assessment of the 
condition and suitabilirv of existing capital 
assets before commining resources for the 
acquisition of new ones and the introduc- 
tion of scoring criteria to evaluate agenev 
requests on a statewide basis More 
accurate protect cost estimates are pro- 
vided, and the long term vonwquences ot 
capital budget decisions on agenev 
operating budgets are «.areiullv examined, 
as well. 

Improved cost estimating not <>nlv applies 
to capital expenditures but to operating 
costs, as well. .Ml capital requests must be 



presented with full identihcaiion oi jnnt.i 
pated cost impacts on agenev operanng 
budgets. These estimates are known js 
“facilitv notes" and serve as rhe bjns tor 
subsequent operating budget aJiustmeniv >r 
the capital proieCT is approved 

Each capital budget rrque>r ic <>^iireJ bx 
a ream from the departments oi rinanve 
and administration. The I99a ,esMon ujs 
rhe first rime scoring was incorporated into 
the state's capital budget. The scoring 
system is designed to measure both the 
overall need for the protect and the relator 
urgency lor an immediate appropnaiion 
Scoring IS based on statewide cnirru 
that are grouped into one of two ^ jtrgo- 
nes-^ntical or strategic, as depicted >n 
Exhibit ) . Critical criteria determine it ihr 
protect IS urgent, unavoidable and requorv 
action in the current legislator -^sxion 
Life-safrrv emergencies, legal lubilitx jnj 
binding commitments tali into this , ji 
egory. protect evaluated bv one oi ihr 
critical criteria receives a score lit -nr 
maximum possible score. 

Strategic criteria measure ea<.h pmirv’ x 
strategic need and value to the state K-ir 
example, how closelv is the proirvt iiPkrd 
to the jgenev's strategic mission - M hat > 
the statewide signiiicance ot the pr<<i«\i - 
Strategic criteria also evaluate rbe ii'i<<i.>o 
of nonsiaie financing brought to tv 
project, operating savings JvbirxeJ j''si 
whether rhe proievt reduces achiexrj mj 
whether rhe project reduces rbe xijie - 
deterred maintenance needs Vjnan'r 
scoring IS used tor these criieru. * 11 ^ ' ■ 
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heme thr maximum possible score, as ii 
VL4^ lor the critical proup. 

The positive results ot the state's capital 
hudttet reform effort were clearK demon- 
strated for the first time in the 1994 
leitislative session. Agency requests were 
substantially improved through the new 
svsiem. Prtiiect costs were prepared in a 
more rigorous manner. The obiecttve 
ranking system was used to identih critical 
vapiial budget decisions, resources were 
Lommirted to the most important critical 
investments, and the opponunirs costs of 
committing scarce resources to the wrong 
protects ssere avoided. Linkage of the 
financial effects of capital decisions on 
agents operating budgets also were fully 
integrated into the decision-making 
pri^ess 

Millions of dollars were saved through 
use of the new process, and millions mure 
arc being spent better chan using the 
tradiiKinal approaches to capital protect 
allosations of the past. Overall, the new 
prosess has substantially improved the 
information available to the governor and 
legislature tor making capital proiect 
decisions and has thus improved the state's 
ail(K.aiion or capital resources. 

The general concepts employed in 
Minnesota's capital budget process are 
transferable to any state or local govern- 
ment. The application of Minnesota's 
approach addresses removing consideration 
ot capital projects from the one-shot 


political arena and the pork-barrel 
decision-makmg process commonly 
associated with capital budgets. The 
ranking criteria used to evaluate projects 
across agencies and the database structure 
for the facility inventory may be used in 
any jurisdiction. 


Mulciycar Horizons 
Capital and operating budget reforms 
adopted in Minnesota in the past four 
years have significamlv advanced the state's 
financial management. Both efforts have 
multiyear horizons which encourage 
decision making on behalf of tomorrow's 
taxpayers as well as today's. Operating and 
capital budgets now are debated on the 
basis of priorities aniculated and adopted 
by the executive and legislative branches. 
The processes have been redesigned so that 
reporting on the results iH ettorts to 
achieve the adopted priorities will be a 
routine part of each sear's legislative 
session and provide the basis for additional 
financial support. G 


Lvi XA .M Kin«. i» •»» 'flwt.r tur thr iuu 

of .MikwioM- Prior III fccr jpr-.'trxcror m fhr 

%*^tii lor ihrrr m iummiuninrr *««r 

hm4ffl Kn-tcet m rr$piimui»iir\ mill- 
JrKnhrJ htrr kmg p'ni'min U'-'tfJ tm J ■ jrirrv 
ptilitiOHi fur tht Cits or 


FLEXIBLE 

BENEFIT 

PLAINS 


Flexible benefit plans expand em- 
ployee benefit choices withou! 
increasing employer costs Flexible 
benefit plans are a versatile option 
for a changing workforce and ^.an 
be effective for employers wiih as 
few as 20 employees 

This pnmer on flexible benefits was 
written to help public empiovers 
understand flexible benefit arrange 
mems and to make informed deci- 
sions about establishing such plans 

Through this Public Empiover 
Benefit Report, the GFO.^ coniin- 
ues to provide benefit manager' 
with the most current information 
available 

Copies of FlexiWf fienefii Plan- 
are available for S 15 each 
to GFOA members 
t S 1 8 each to nonmember^ 

To Order GFOA 

180 N Michigan Avr 
Suite BOO 

Chicago. IL 60601 •"■♦'b 
312/977-9700 
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Prepared Statement of the National Society of Professional Engineers 

The National Society of Professional Engineers (NSPE) wishes to express serious 
concern regarding the United States’ current process used for financing and plan- 
ning for its growing infrastructure needs. Funds available for expansion and for con- 
tinued maintenance of infrastructure are very limited. The present method of fi- 
nancing these projects is complex and fragmented. The traditional “poiic barrel” ap- 
proa^ to infrastructure funding contributes to an already disorganized government 
decision-making process, resulting in a loss of public confidence. 

NSPE urges Congress to enact legislation that would require the Executive 
branch to create an annual Coital Budget as part of its annual budget submission 
to the Congress. This Capital Budget would provide the basic information on which 
infrastructure needs should be addressed by both the Executive and Legislative 
branches. 

The Capital Budget should include: 

I. an estimate of aggregate capital investments (construction and rehabilita- 
tion) required to provide specific levels of service over specific periods of time; 

II. an estimate of aggregate operation and maintenance investment require- 
ments (for purposes of preparing an operation and maintenance budget); 

III. the identification of sources of financing and investment priorities; 

rV. a presentation of how proposed annum capital expenditures would relate 
to the nation’s long-term needs; and 

V. a five-year investment plan. 

NSPE believes that the estabhshment of a Capital Budget must be a high priority 
for the federal government. Use of a Capital Budget will ensure appropriate use of 
trust fund accounts, aid Congress and the Executive Branch in establishing infra- 
structure investment priorities, and improve public confidence in the budget process. 

Many state and local governments already utilize capital budgeting procedures to 
finance public works construction, physical plant development, and land acquisition. 
Capital budgets permit state and local governments to demonstrate that the borrow- 
ing of funds for infrastructure investment will accrue benefits for the public over 
long TCriods of time. 

NSPE urges the Federal government to look to those jurisdictions for guidance in 
setting up a Federal capital budget. Furthermore, because the states and localities 
pla^ major roles in infrastructure financing, the Society urges those jurisdictions 
which do not utilize formal capital budgeting procedures to adopt such practices. 

In an era of scarce public resources and a compelling need for renewal of our dete- 
riorating infrastructure, capital budgeting must become a high priority item on the 
national agenda. Establishmg a Capital Budget will enable the Federm government 
to more accurately plan and account for costs associated with investing in our na- 
tion’s physical infrastructure. In addition, the use of a Capital Budget will aid in 
setting government priorities and improving public confidence in the process. 

NSI%^ was founded in 1934 and represents 70,000 engineers in the United States 
and abroad in 535 local chapters and 54 state and territorial societies. NSPE is a 
broad-based interdisciplinapr society representing all technical disciplines and all 
areas of engineering practice, including government, industry, education, private 
practice, and construction. 

NSPE appreciates the ^portunity to express its’ views on establishing a Federal 
capital budget and looks forward to working with Congress and the Adimnistration 
on this important issue. 
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